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America Service Group Inc., based in Brentwood, Tennessee, is a leading provider of correctional healthcare services
in the United States. At December 31, 2002, America Service Group had 129 contracts with federal, state and local |
government agencies to provide a wide range of managed healthcare and pharmacy programs for approximately 182,000 j
inmates. At the end of 2002, the Company had approximately 6,700 medical, professional and administrative staff

1'
employed narionwide. ;
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The annual meeting of stockholders will be held on June 12, 2003, at 10:00 a.m. local time in the Company’s Board
Room located on the second floor at 105 Westpark Drive in Brentwood, Tennessee.
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This document conrains statements that may constitute “forward-looking statements” within the meaning of Secrion 27A
of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Those:
statements include statements regarding the intent, belief or current expectations of America Service Group Inc. and
members of its management team. Investors are cautioned chat any such forward-looking statements are not guarantees o
future performance and involve a number of risks and uncertainties and that actrual results could differ materially from thoss}
contemplated by such forward-looking statements. Important factors currently known to management that could cause actual
results to differ materially from those in forward-looking statements are set forth under the caption “Cautionary Statements”
in the Form 10-K for the year ended December 31, 2002, filed with the Securities and Exchange Commission on March 31]
2003. America Service Group Inc. undertakes no obligation to update or revise forward-looking statements to reflect changed

assumptions, the occurrence of unanticipated events or changes to future operating results over time.
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(Dollars in thousands, except per share data) Year Ended December 31, . i AV 2 &
. 2002 % of Revenue 2001 %.of Revenue 2 @@3
Consolidated Statements of Operations: N
Healthcare revenues $ 481,540 100.0 $ 458,515
Healthcare expenses " 452,310 93,9 443 508
Reduction in loss contract reserve 3,320 0.7 -
Charge for loss contracts - - 18,318 .
Gross margin 32,550 6.8 (3.311) o7
Selling, general and administrative expenses 14,411 3.0 19,063 4.2
Depreciation and amortization 4,749 1.0 7,442 1.6
Strategic initiative and severance expenses - - 2,562 0.6
Income (loss) from operations 13,390 2.8 (32,378) (7.1)
Interest, net 5,825 1.2 5,713 1.2
Charge for early retirement of debt 726 0.2 - -
Income (loss) from continuing operations before income taxes 6,839 1.4 (38,091) (8.3)
Income tax provision {benefit) 365 0.1 (1,852) (0.4)
Income (loss) from continuing operations 6,474 1.3 (36,239) 7.9
Income (loss) from discontinued operations, net of taxes 5,427 1.2 (8,604) (1.9
Net income (loss) 11,901 2.5 (44,843) (9.8)
Preferred stock dividends - - 163 -
Net income (loss) attribucable to common shares $ 11,901 25 ¢ (45,006) 9.8)
Income (loss) per common share — basic:
Income (loss) from continuing operations $ 1.15 $ (6.88)
Income (loss) from discontinued operations, net of taxes 0.97 (1.62)
Ner income {loss) $ 2.12 $ (8.50)
Income (loss) per common share — diluted:
Income (loss) from continuing operations $ 1.13 $ (6.88)
Income (loss) from discontinued operations, net of taxes 0.95 (1.62)
Net income (loss) $ 2.08 $ (8.50)
Weighted average common shares outstanding:
Basic ’ 5,603 5,292
Diluted 5,718 5,292
(Dollars in thousands, except per share dara) Year Ended Decernber 31,
2002 2007
Consolidated Balance Sheets:
Assets
Current assets:
Cash and cash equivalents . $ 3,770 $ 10,382
Restricted cash 6,250 -
Accounts receivable, healthcare and other less allowances 72,477 64,691
Inventories 6,390 7,747
Prepaid expenses and other current assets 13,100 9,070
Total current assets 101,987 91,890
Property and equipment, net 6,240 7,827
Goodwill, net 43,896 43,896
Contracts, net 12,048 13,912
Other intangibles, net 1,483 1,683
Other assets 5,852 1,172
Total assets $ 171,506 § 160,380
Liabilities and Stockholders’ Equity (Deficit)
Current liabilities:
Accounts payable $ 40,892 $ 31,159
Medical claims liability 13,697 15,238
Accrued expenses 33,482 30,148
Deferred revenue 6,203 4,161
Current portion of loss contracr reserve 3,306 4,310
Current portion of long-term debt 1,667 10,700
Revolving credit facility classified as current per EITF 95-22 41,135 -
Total current liabilities 140,382 95,716
Noncurrent portion of accrued expenses 7,924 6,810
Noncurrent portion of loss contract reserve 5,681 14,008
Long-term debt, net of current portion 3,194 47,400
Total liabilities 157,181 163,934
Stockholders’ equity (deficic):
Common stock 61 54
Additional paid-in capital 36,561 31,377
Stockholders’ notes receivable (1,241) (1,383)
Accumulated other comprehensive income - (645)
Rerained deficit (21,056) (32,957)
Total stockholders’ equity (deficir) 14,325 (3,554)
Total liabilicies and stockholders’ equity (deficit) $ 171,506 $ 160,380
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To Our Stockholders

ur goals for 2002 were to improve the Company’s financial position and demonstrate positive
momentum for future growth. The market has recognized our progyess, but there is still more
work to be done. We understand our responsibility to stockholders, and we are focused on the

opportunities ahead.

Challenging Environment

Healthcare costs are increasing far in excess of the general rate of inflation. Primary drivers are the increasing

prices of hospitalization, related services and pharmaceuticals, the nursing shortage
and higher professional fees. As the leading U. S. correctional healthcare company,
these rising costs have directly increased our operating expenses and consequently

have raised the price of our services to clients. Public agencies, like private employers,

have experienced substantial annual increases in the cost of employee health benefics.

Medical care for inmates is subject to the same cost pressures.
Throughout the year, our company has addressed the challenge of rising
healthcare costs by sharing risks and cost savings with our clients. New contracting

arrangements may contain aggregate limits on hospital, pharmacy and nursing costs.

If actual expenses in these areas are below the limits, clients can share in the savings.

MICHAEL CATALANO
CHAIRMAN, PRESIDENT AND

similar to the self-insured health benefit programs of large group employers. When — CHIEF EXECUTIVE OFFICER

Other models are cost-based reimbursements with a management fee component,

clients prefer to transfer the entire risk of inmate medical care, we charge an appropriate premium, and the price
must be subject to adjustment on an annual basis based upon actual experience. Multi-year, full-risk contracts,
once the prevailing industry standard for large contract awards, can no longer be supported in the current
healthcare environment. Throughout the year, we have declined to bid on such contracts. At the same time, we
have taken a proactive and professional approach with existing clients. Dozens of contracts have been renewed
with increased revenues to cover rising healthcare costs, while risk and cost-saving mechanisms have been
introduced. Over ninety percent of the Company’s contracts now are on a cost-plus-fee basis, or contain

risk-sharing provisions or at least the “fail safe” ability to discontinue service after a reasonable notice period.

New Business

During 2002, the Company was awarded 18 new contracts with annualized revenues of approximately
$39 million. In addition, our contract with the Commonwealth of Virginia was expanded to include medical
management services for all state inmates and comprehensive healthcare services for two more correctional
facilities, with increased annualized revenues of approximately $11 million. Significantly, our contract with the

City of Philadelphia was also extended with important new risk protections.
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During 2003, the Company expects contracts representing $210 to $245 million in potential new annualized
revenues to come out for bid. Each request for proposal will be evaluated on its own merits, and marketing
discipline will be maintained. Our primary focus will continue to be earnings growth, not simply additional
revenue or market share. Facing budget shortfalls, many state, county and municipal agencies will be evaluating
proven methods to control the rising cost and improve the quality of correctional healthcare. For a correctional
system that has not outsourced medical care, we believe that budget pressures will create new opportunities. For
correctional systems that have already outsourced medical care, we believe that budget pressures create new
opportunities to reduce full-risk premiums by considering contract arrangements that share risks and cost savings.
Our business model provides the flexibility to craft individual solutions for the medical and pharmacy programs
required by a wide range of clients. We may not always be the lowest bidder, but we have successfully positioned
our company to sell on quality, dependability and best value. We believe that our business model positions us to

provide a vital community service at a real savings to taxpayers.

Performance

Pivotal to our company’s continued success is the high level of contract performance and client satisfaction
achieved by our site-based personnel. Recognition for our accomplishments at various contract sites accelerated
in 2002 and, as in previous years, continued to support our position as industry leader.

Among our 2002 successes was national program recognition of two contracted sites. Early in the year,
the mental health program at the Monroe County Jail, located in Florida, was recognized as a program of
distinguished care and featured in an article in CorrectCare, a professional publication published by the
National Commission on Correctional Health Care (NCCHC). Additionally, the healthcare program at the
Davidson County Jail in Nashville, Tennessee, was also recognized in a later issue of CorrectCare for the
collaborative efforts of our Prison Health Services, Inc. (PHS) healthcare staff, jail staff and community agencies
in ensuring a seamless continuity of care.

Program success was recognized at the state level as well, with the Mecklenburg Central facility in
Charlotte, North Carolina, receiving the “2002 Facility of the Year” award by the North Carolina Jail
Association. While the award covered the operation of the entire facility, healthcare at the site was a core
component of consideration.

At the local level, our continued success in working with our clients to achieve and maintain accreditation
with national, state and local agency standards of healthcare delivery was once again a source of pride and
accomplishment. All PHS-managed client sites that elected to apply for first-time accreditation, as well as all
programs up for renewal, were successful in meeting these rigorous accreditation standards.

One of our most effective means of assessing client satisfaction is through our Client Satisfaction Survey

document sent to every client twice a year. We have used this important tool continuously since 1999 to monitor
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client response in 15 different areas of service. I am pleased to report that the results of both 2002 surveys reflect
high levels of client satistaction with corporate supporrt, site-based services and overall professionalism. For every
area of service, the overwhelming majoricy of respondents indicated that we were meeting or exceeding their
expectations. Of particular note were the outstanding evaluations received for our on-site health service

administrators, who are responsible for delivering services to our clients on a daily basis.

Financial Results

Healthcare revenues for the year ended December 31, 2002, were $481.5 million, an increase of 5.0% over
the prior year. Same contract revenues increased 11.7% in 2002, as compared with the prior year.

Total Revenues, which the Company defines as healthcare revenues plus revenues from expired service
contracts classified as discontinued operations, were $560.0 million, an increase of 1.4% over the prior year.
The Company believes that Total Revenues is a useful measurement when comparing the Company’s performance
for such items as selling, general and administrative expense as a percentage of revenue between periods. Below

is a reconciliation of healthcare revenues to Total Revenues:

Year Ended December 31,
(In thousands) 2002 2001
Healthcare revenues $ 481,540 $ 458,515
Healthcare revenues included in income (loss)
from discontinued operations 78,441 93,956
Total Revenues $ 559,981 $ 552,471

For the year ended December 31, 2002, the gross margin on healthcare revenues was $32.6 million, or 6.8%
of revenue, as compared with a loss of $3.3 million, or 0.7% of healthcare revenues, in the prior year.

We reduced selling, general and administrative expenses for the year ended December 31, 2002, to $14.4
million, or 2.6% of Total Revenues, as compared with $19.1 million, or 3.5% of Total Revenues, in the prior year.

For the year ended December 31, 2002, EBITDA was $20.3 million, as compared wicth $2.6 million in
the prior year. The Company defines EBITDA as earnings before interest expense, income taxes, depreciation,
amortization and certain non-recurring items. The Company includes in EBITDA the results of discontinued
operations under the same definition.

Management uses EBITDA to evaluate financial performance of the Company. EBITDA is commonly
used as an analytical indicator within the healthcare industry and also serves as a measure of leverage capacity
and debt service ability. EBITDA should not be considered as a measure of financial performance in accordance
with accounting principles generally accepted in the United States (“GAAP”), as items excluded from EBITDA

are significant components in understanding and assessing financial performance. EBITDA should not be
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considered in isolation or as an alternative to net income, cash flows generated by operating, investing, or
financing activities or other financial statement data presented in the consolidated financial statements as an
indicator of financial performance or liquidity. Because EBITDA is not a measurement determined in
accordance with GAAP and is thus susceptible to varying calculations, EBITDA as presented may not be
comparable to other similarly titled measures of other companies. Below is a reconciliation of income (loss)

from operations to EBITDA:

Year Ended December 31,

(In thousands) 2002 2001
Income (loss) from operations $ 13,390 $ (32,378)
Depreciation and amortization 4,749 7,442
Income (loss) from discontinued operations 5,427 (8,604)
Depreciation and amortization included in

income (loss) from discontinued operations 64 93
Non-recurring items:

Reduction in loss contract reserve (3,320) -

Charge for loss contracts - 18,318

Increases in reserves for legal and malpractice issues - 1,900

Strategic initiative and severance expenses - 2,562

Impairment of long-lived assets included in

income (loss) from discontinued operations — 13,236

EBITDA $ 20,310 $ 2,569

For the year ended December 31, 2002, net income was $11.9 million, or 2.5% of healthcare revenues, as
compared with a net loss attributable to common shares of $45.0 million, or 9.8% of healthcare revenues, in the
prior year. This generated earnings per share of $2.12 basic and $2.08 diluted for the year ended December 31,
2002, as compared with a loss per share of $8.50 basic and diluted in the prior year.

Total debt outstanding was $46.0 million at December 31, 2002, as compared with $58.1 million at
December 31, 2001. Cash flow from operations was $9.3 million for the year ended December 31, 2002, as
compared with $11.0 million in the prior year.

Total stockholders’ equity was $14.3 million at December 31, 2002, as compared with a deficit of $3.6
million at December 31, 2001.

On October 21, 2002, the Company completed a private placement of 480,000 shares of newly issued
common stock with several institutional and other accredited investors at $9.50 per share. The net proceeds

to the Company of $4.0 million were used to repay borrowings under its previous secured credit facility.
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On October 31, 2002, the Company closed on a new $60 million revolving credit and term loan agreement.
An initial advance pursuant to the new agreement was used to retire all indebtedness outstanding under the

Company'’s previous secured credit facility.

Management Strength

Michael W. Taylor, senior vice president and chief financial officer, and Richard D. Wright, vice chairman of
operations, have provided strength to our management team since they joined our company in late 2001. In
addition, early in 2003, Lawrence H. Pomeroy was promoted to senior vice president and chief development officer.
I am pleased to report that these individuals, and others who have joined America Service Group, have formed a

cohesive, energetic and experienced senior management team, which is helping to drive our strong performance.

Confidence

I am pleased to look back on 2002 as a year of real accomplishment. By any measure, we believe we have
made substantial progress in returning the Company to a position of strength and leadership in our industry.
Throughout the year, we have had continued improvements in all income statement categories — debt was further
reduced, we conducted a private placement, and we completed the refinancing of our debt under better terms.

[ am very grateful to our stockholders, whose support during this year of improvement and accomplishment
has been so essential to our success. You can be sure that we understand our responsibility to you and to our
patients throughout the United States. We have been given a tremendous opportunity to provide a vital

community service, and we are deeply appreciative.

Sincerely,

e\l

Michael Catalano

Chairman, President and Chief Executive Officer
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PART I
Ttem 1. Business

This Form 10-K contains statements which may constitute “forward-looking statements” within the meaning of Section 274 of the
Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Those statements include
statements regarding the intent, belief or current expectations of America Service Group Inc. and members of its management team.
Prospective investors are cautioned that any such forward-looking statements are not guarantees of future performance and involve a
number of risks and uncertainties, and that actual results may differ materially from those contemplated by such forward-looking
Statements. Important factors currently known to management that could cause actual results to differ materially from those in
Jorward-looking statements are set forth below under the caption “Cautionary Statements.”” Forward-looking statements speak only
as of the date they are made, and America Service Group Inc. undertakes no obligation to update or revise forward-looking
statements to reflect changed assumptions, the occurrence of unanticipated events or changes to future operating results over time.

General

America Service Group Inc. (“ASG” or the “Company”), through its subsidiaries Prison Health Services, Inc. (“PHS”), EMSA
Correctional Care, Inc. (“EMSA Correctional™), EMSA Military Services, Inc. (“EMSA Military”), Correctional Health Services, Inc.
(“CHS”) and Secure Pharmacy Plus, Inc. (“SPP”), contracts to provide managed healthcare services, including the distribution of
pharmaceuticals, to over 200 correctional facilities and military installations throughout the United States. The Company is the
leading non-governmental provider of correctional healthcare services in the United States and provider of healthcare services to
county/municipal jails and detention centers.

ASG was incorporated in 1990 as a holding company for PHS. Unless the context otherwise requires, the terms “ASG” or the
“Company” refer to ASG and its direct and indirect subsidiaries. ASG’s executive offices are located at 105 Westpark Drive,
Suite 200, Brentwood, Tennessee 37027. Its telephone number is (615) 373-3100.

The Company uses the term “Total Correctional Healthcare Services Revenues” to refer to revenues from correctional contracts
including revenues from both continuing correctional contracts and expired correctional contracts. The term “Total Revenues” refers
to consolidated revenues including revenues from both continuing contracts and expired contracts.

Correctional Healthcare Services

The Company contracts with state, county and local governmental agencies to provide comprehensive healthcare services to
inmates of prisons and jails, with a focus on those facilities that maintain an average daily population of over 300 inmates. The
Company’s revenues from correctional healthcare services are generated primarily by payments from governmental agencies, none of
which are dependent on third party payment sources. The Company provides a wide range of on-site healthcare programs, as well as
off-site hospitalization and specialty outpatient care. The hospitalization and specialty outpatient care is performed through
subcontract arrangements with independent doctors and local hospitals. For the year ended December 31, 2002, revenues from
correctional healthcare services accounted for 93.5% of the Company’s Total Revenues.

The following table sets forth information regarding the Company’s correctional contracts.

Historical December 31,

2002 2001 2000 1999 1998
Number of correctional contracts{1) . .uocvuriiiiieiceeecrinrisricen e, 129 145 130 106 35
Average number of inmates in all facilities covered
by correctional CONLrACS(2) ...ovvieuerieeiieriierieeriiiniec e, 182,327 194,137 176,563 132,304 63,783

(1) Indicates the number of contracts in force at the end of the period specified and includes EMSA Military and SPP contracts since acquisition.
(2) Based on an average number of inmates during the last month of each period specified.

The Company’s target correctional market consists of state prisons and county and local jails. A prison is a facility in which an
inmate is incarcerated for an extended period of time (typically one year or longer). A jail is a facility in which the inmate is held for a
shorter period of time, often while awaiting trial or sentencing. The higher inmate turnover in jails requires that healthcare be provided
to a much larger number of individual inmates over time. Conversely, the costs of chronic healthcare requirements are greater with
respect to state prison contracts. State prison contracts often cover a larger number of facilities and often have longer terms than jail
contracts.




Services Provided. Generally, the Company’s obligation to provide medical services to a particular inmate begins upon the
inmate’s admission into the correctional facility and ends upon the inmate’s release. Emphasis is placed upon early identification of
serious injuries or illnesses so that prompt and cost-effective treatment is commenced.

Medical services provided on-site include physical and mental health screening upon intake. Screening includes the compilation of
the inmate’s health history and the identification of any current, chronic or acute healthcare needs. After initial screening, services
provided may include regular physical and dental screening and care, psychiatric care, OB-GYN screening and care and diagnostic
testing. Hospitalization is provided off-site at acute-care hospitals under contract to the Company. Nursing rounds are regularly
conducted and physicians, nurse practitioners, physicians’ assistants and others are also involved in the delivery of care on a regular
basis. Necessary medications are administered by nursing staff.

Medical services provided off-site include specialty outpatient diagnostic testing and care, emergency room care, surgery and
hospitalization. In addition, the Company provides administrative support services on-site, at regional offices and at the Company’s
headquarters. Administrative support services include on-site medical records and management and employee education and
licensing. Central and regional offices provide quality assurance, medical audits, credentialing, continuing education and clinical
program development activities. The Company maintains a utilization review system to monitor the extent and duration of most
healthcare services required by inmates on an inpatient and outpatient basis.

Most of the Company’s correctional contracts require it to staff the facilities it serves with nurses 24 hours a day. Doctors at the
facilities have regular hours and are generally available on call. In addition, dentists, psychiatrists and other specialists are available on
a routine basis at facilities where correctional contracts cover such services. The Company enters into contractual arrangements with
independent doctors and local hospitals with respect to more significant off-site procedures and hospitalization. The Company is
responsible for all of the costs of these arrangements, unless the relevant contract contains a limit on the Company’s obligations in
connection with the treatment costs.

The National Commission on Correctional Health Care (the “NCCHC”) sets standards for the correctional healthcare industry and
offers accreditation to facilities that meet its standards. These standards provide specific guidance related to a service provider’s
operations including administration, personnel, support services such as hospital care, regular services such as sick call, records
management and medical and legal issues. Although accreditation is voluntary, many contracts require compliance with NCCHC
standards.

Contract Provisions. The Company’s correctional contracts encompass a wide range of compensation arrangements. Many
contracts provide for a fixed annual fee, payable monthly. Some of the Company’s contracts provide for per diem price adjustments
based upon fluctuations in the size of inmate populations beyond a specified range, in addition to a fixed annual fee. Three of the
Company’s healthcare service contracts are cost-plus fee arrangements, pursuant to which the Company receives reimbursement of
allowable costs plus an agreed fee. Many contracts contain risk-sharing arrangements, such as annual aggregate limits for off-site
costs or pharmaceutical costs and cost sharing of designated expenses. Some contracts also provide for annual increases in the fixed
fee based upon the regional medical care component of the Consumer Price Index. In all other contracts that extend beyond one year,
the Company utilizes a projection of the future inflation rate when bidding and negotiating the fixed fee for future years. The
Company often bears the risk of increased or unexpected costs, which could result in reduced profits or cause it to sustain losses when
costs are higher than projected and increased profits when costs are lower than projected. Certain contracts also contain financial
penalties when performance or staffing criteria are not achieved.

The average length of a contract for services is one to three years, with subsequent renewal options. In general, contracts may be
terminated by the governmental agency, and often by the Company as well, without cause at any time upon proper notice. The
required notice period for such contracts ranges from one day to one year, but is typically between 30 and 90 days. Governmental
agencies may be subject to political influences that could lead to termination of a contract through no fault of the Company. As with
other governmental contracts, the Company’s contracts are subject to adequate budgeting and appropriation of funds by the governing
legislature or administrative body.

Administrative Systems. The Company has centralized its administrative systems in order to enhance economies of scale and to
provide management with accurate, up-to-date field data for forecasting purposes. These systems also enable the Company to refine its
bids and help the Company reduce the costs associated with the delivery of consistent healthcare.

The Company maintains a utilization review system to monitor the extent and duration of most healthcare services required by
inmates on an inpatient and outpatient basis. The current automated utilization review program is an integral part of the services
provided at each facility. The system is designed to ensure that the medical care rendered is medically necessary and is provided safely
in a clinically appropriate setting while maintaining traditional standards of quality of care. The system provides for determinations of
medical necessity by medical professionals through a process of pre-authorization and concurrent review of the appropriateness of any
hospital stay. The system seeks to identify the maximum capability of on-site healthcare units to allow for a more timely discharge
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from the hospital back to the correctional facility. The utilization review staff consists of doctors and nurses who are supported by a
medical director at the corporate level.

The Company has developed a variety of customized databases to facilitate and improve operational review including (i) a claims
management tracking system that monitors current outpatient charges and inpatient stays, (ii) a comprehensive cost review system that
analyzes the Company’s average costs per inmate at each facility including pharmaceutical utilization and trend analysis available
from SPP and (iii) a daily operating report to manage staffing and off-site utilization.

Bid Process. Contracts with governmental agencies are obtained primarily through a competitive bidding process, which is
governed by applicable state and local statutes and ordinances. Although practices vary, typically a formal request for proposal
(“RFP”) is issued by the governmental agency, stating the scope of work to be performed, length of contract, performance bonding
requirements, minimum qualifications of bidders, selection criteria and the format to be followed in the bid or proposal. Usually, a
committee appointed by the governmental agency reviews bids and makes an award determination. The committee may award the
contract to a particular bidder or decide not to award the contract. The committees consider a number of factors, including the bid
price and the reputation of the bidder for providing quality care. The award of a contract may be subject to formal or informal protest
by unsuccessful bidders through a governmental appeals process. If the committee does not award a contract, the correctional agency
will continue to provide healthcare services to its inmates with its own personnel.

Many RFPs for significant contracts require the bidder to post a bid bond. These bonding requirements may cover one year or up
to the length of the contract and, at December 31, 2002, generally ranged between 10% and 100% of the annual contract fee.

A successful bidder must often agree to comply with numerous additional requirements regarding record-keeping and accounting,
non-discrimination in the hiring of personnel, safety, safeguarding confidentia} information, management qualifications, professional
licensing requirements, emergency healthcare needs of corrections employees and other matters. If a violation of the terms of an
applicable contractual or statutory provision occurs, a contractor may be debarred or suspended from obtaining future contracts for
specified periods of time in the applicable location. The Company has never been debarred or suspended in any jurisdiction.

Marketing. The Company gathers, monitors and analyzes relevant information on potential jail and prison systems which meet
predefined new business criteria. Relevant factors considered include facility size, location, revenue and margin potential and
exposure to risk. The Company then devotes the necessary resources in securing new business.

The Company is the largest provider of healthcare services to county/municipal jails and detention centers. The Company will
continue to focus its business development efforts on these facilities where stabilization and treatment of the population is the primary
mission. The Company will also continue to pursue certain opportunities at state prison systems, where in many cases, services are
provided to a larger system with a more permanent population. Due to the more permanent population at the state prison facilities, the
primary mission shifts to disease management and treatment.

The Company maintains a staff of sales and marketing representatives assigned to specific projects, geographic areas or markets.
In addition, the Company uses consultants to help identify marketing opportunities, to determine the needs of specific potential
customers and to engage customers on the Company’s behalf. The Company uses paid advertising and promotion to reach prospective
clients as well as to reinforce its image with existing clients.

Management believes that the constitutional requirement to provide healthcare to inmates, an increasing inmate population and
medical Consumer Price Index, combined with public sector budget deficits, will continue the trend towards privatization of
correctional healthcare and present opportunities for revenue growth for the Company.

Military Healthcare Services

EMSA Military provides emergency medicine and primary healthcare services to active and retired military personnel and their
dependents in medical facilities operated by the United States Department of Defense (“DOD”) and the United States Veterans
Administration (*“VA”). EMSA Military began providing healthcare services to DOD clients in 1988. At December 31, 2002, EMSA
Military provided services under 4 contracts. For the year ended December 31, 2002, revenues from military contracts accounted for
approximately 1.0% of the Company’s Total Revenues.

Most military contracts are for a period of five years, with an initial one-year base period and four one-year options. EMSA
Military’s bidding strategy is to seek contract opportunities that will be awarded on a best-value, rather than a low-cost basis. This
allows EMSA Military to highlight the Company’s operational expertise and the overall quality of its provider staff.




Pharmaceutical Distribution Services

The Company, through its wholly owned subsidiary SPP, contracts with federal, state and local governments and certain private
entities to distribute pharmaceuticals and certain medical supplies to inmates of correctional facilities. SPP’s contracts typically cover
one year with renewals upon agreement of both parties. SPP utilizes a packaging and distribution center to fill prescriptions and ship
pharmaceuticals to over 350 sites in 34 states covering over 210,000 inmates.

SPP provides clinical pharmacy services in concert with their systematic delivery process. SPP’s clinical pharmacological
management adds therapeutic value to services as well as fiscal responsibility to its clients. In addition, SPP’s medical supply service
creates additional value for its clients, as the packaging and delivery mode on certain products is specific to the corrections
environment.

SPP is the largest non-governmental provider of correctional pharmacy services in the United States with 2002 revenues of
approximately $74 million, $44 million of which relates to services provided for ASG-contracted sites, which are eliminated in
consolidation. For the year ended December 31, 2002, revenues from correctional pharmacy services, excluding revenues eliminated
in consolidation, accounted for approximately 5.5% of the Company’s Total Revenues.

Risk Management

For contracts where the Company’s exposure to the risk of inmates’ catastrophic illness or injury 1s not limited, the Company
maintains stop loss insurance to cover 100% of the Company’s exposure with respect to hospitalization for annual amounts in excess
of $500,000 per inmate up to an annual per inmate cap of $2.0 million. The Company believes this insurance mitigates its exposure to
unanticipated expenses of catastrophic hospitalization. See “Major Contracts.”

Employees and Independent Contractors

The services provided by the Company require an experienced staff of healthcare professionals and facilities administrators. In
particular, a nursing staff with experience in correctional healthcare and specialized skills in all necessary areas contributes
significantly to the Company’s ability to provide efficient service. In addition to nurses, the Company’s staff of employees or
independent contractors includes physicians, dentists, psychologists and other healthcare professionals.

As of December 31, 2002, the Company had approximately 6,700 employees, including approximately 850 doctors and 3,600
nurses. The Company also had under contract approximately 300 independent contractors, including physicians, dentists, psychiatrists
and psychologists. Of the Company’s employees, approximately 1,400 are represented by labor unions. The Company believes that
its employee relations are good.

Competition

The business of providing correctional healthcare services to governmental agencies is highly competitive. The Company is in
direct competition with local, regional and national correctional healthcare providers. The Company estimates that it has
approximately 9.8% of the combined privatized and non-privatized market, based on estimates of national aggregate annual
expenditures on correctional healthcare services. Its primary competitors are Correctional Medical Services, which it estimates has
approximately 8.2% of the combined privatized and non-privatized market, and Wexford Health Sources, Inc., which it estimates has
approximately 3.5% of such market. As the private market for providing correctional healthcare matures, the Company’s competitors
may gain additional experience in bidding and administering correctional healthcare contracts. In addition, new competitors, some of
whom may have extensive experience in related fields or greater financial resources than the Company, may enter the market.

Major Contracts

The Company’s operating revenue with respect to its correctional healthcare operations is derived primarily from contracts with
federal, state, county and local governmental agencies. The Company’s Rikers Island, New York contract accounted for
approximately 15.5% of Total Revenues in the year ended December 31, 2002. No other contract accounted for 10.0% or more of
Total Revenues during the year ended December 31, 2002.

The Company’s correctional contracts often provide for a fixed annual fee, payable in monthly installments. Certain contracts,
including some of the Company’s largest contracts, include provisions which mitigate a portion of the Company’s risk. Off-site
utilization risk is mitigated in certain of the Company’s contracts through aggregate pools for off-site expenses, stop loss provisions,
cost plus fee arrangements or the entire exclusion of off-site service costs. Pharmacy expense risk is similarly mitigated in certain of
the Company’s contracts. Many contracts contain termination clause provisions which allow the Company to terminate the contract
under agreed-upon notice periods. The ability to terminate a contract serves to mitigate the Company’s risk of increasing costs of

5



services being provided. Contracts accounting for approximately 95% of Total Correctional Healthcare Services Revenues for the
year ended December 31, 2002 contain one or more of the risk-mitigating provisions.

Contracts accounting for approximately 45% of Total Correctional Healthcare Services Revenues for the year ended December 31,
2002 contain no limits on the Company’s exposure for treatment costs related to catastrophic illnesses or injuries to inmates.
However, only 15% of Total Correctional Healthcare Services Revenues for the year ended December 31, 2002 results from such
contracts which do not contain a termination clause provision which allows the Company to terminate the contract under agreed-upon
notice periods. Although the cost of certain medicines are reimbursed in varying degrees under certain contracts, typically a dollar
limit is placed on the Company’s responsibility for costs related to illness of or injury to an individual inmate, injuries to more than
one inmate resulting from an accident or contagious illnesses affecting more than one inmate or a particular disease diagnosis. When
preparing bid proposals, the Company estimates the extent of its exposure to cost increases, severe individual cases and catastrophic
events and attempts to compensate for its exposure in the pricing of its bids. The Company’s management has experience in
evaluating these risks for bidding purposes and maintains an extensive database of historical experience. Nonetheless, increased or
unexpected costs against which the Company is not protected could render a contract unprofitable. In an effort to manage risk of
catastrophic illness or injury of inmates under contracts that do not limit the Company’s exposure to such risk, the Company maintains
stop loss insurance from an unaffiliated insurer covering 100% of its exposure with respect to catastrophic illnesses or injuries for
annual amounts in excess of $500,000 per inmate up to an annual per inmate cap of $2.0 million.

Rikers Island Contract. The Company, through its subsidiary PHS, entered into a contract with the New York City Health and
Hospitals Corporation (“HHC”), effective January 1, 2001, to provide, among other things, medical healthcare services to inmates
held by the Commissioner of the New York City Department of Corrections. The term of the contract is three years, with HHC
having the option to extend the term for an additional year. For the Company’s services, HHC pays the Company the cost of
providing the services rendered under the contract plus 4.25%. The Company is subject to mandatory staffing requirements under the
contract. HHC is required to indemnify the Company and its employees and independent contractors for damages for personal injuries
and/or death alleged to have been sustained by an inmate by reason of malpractice, except where the Company’s employees or
independent contractors have engaged in intentional misconduct or a criminal act. Either party may terminate the contract without
cause at any time on 12 months’ notice. Should the New York Department of Health, the New York Department of Corrections or
the New York Department of Mental Health terminate their contract with HHC with less than 12 months’ notice, HHC shall have the
option to terminate its subcontract with PHS with a notice of equal duration, but not less than 3 months. Either party may terminate on
ten days’ notice for a material breach of the contract subject to certain cure provisions.

Cautionary Statements

All statements made by the Company that are not historical facts are based on current expectations. These statements are forward
looking in nature and involve a number of risks and uncertainties. Actual results may differ materially from current expectations.
Significant factors that could cause actual results to differ materially are the following: termination or expiration of contracts; losses
from contracts that the Company cannot terminate; changes in performance bonding requirements; the complexity of and potential
changes in government contracting procedures; the risk of debarment or suspension from obtaining future contracts; general business
and economic conditions; and the other risk factors described in the Company’s reports filed from time to time with the Securities and
Exchange Commission. Certain of these factors are described in greater detail below.

Dependence on Client Contracts. The Company’s operating revenue is derived almost exclusively from contracts with state,
county and local governmental agencies. Generally, contracts may be terminated by the governmental agency at will and without
cause upon proper notice (typically between 30 and 90 days). Governmental agencies may be subject to political influences that could
lead to termination of a contract through no fault of the Company. Although the Company generally attempts to renew or renegotiate
contracts at or prior to their termination, contracts that are put out for bid are subject to intense competition. As a result, the
Company’s portfolio of contracts is subject to change. The changes in the Company’s portfolio of contracts are largely unpredictable,
which creates uncertainties about the amount of its total revenues from period to period. The Company must engage in competitive
bidding for new business to replace contracts that expire or are terminated. The Company, therefore, has no assurance that it will be
able to replace contracts that expire or are terminated.

Privatization of Government Services, Competition and Correctional Population. The Company’s future revenue growth will
depend in part on continued privatization by state, county and local governmental agencies of healthcare services for correctional
facilities. The Company believes that more than $55 million in annualized correctional healthcare contract revenues were newly
privatized in 2002 by governmental agencies either for the first time or as a result of the expansion of existing contracted services to
encompass additional or expanded services. There can be no assurance that this market will continue to grow at historical rates or at
all, or that existing contracts will continue to be made available to the private sector. Revenue growth could also be adversely affected
by material decreases in the inmate population of correctional facilities. Any of these results could cause the Company’s revenue to
decline and harm its business and operating results.



Competition. The business of providing correctional healthcare services to governmental agencies is highly competitive. The
Company is in direct competition with local, regional and national correctional healthcare providers. The Company estimates that it
has approximately 9.8% of the combined privatized and non-privatized market, based on national aggregate annual expenditures on
correctional healthcare services. Its primary competitors are Correctional Medical Services, which it estimates has approximately
8.2% of the combined privatized and non-privatized market, and Wexford Health Sources, Inc., which it estimates has approximately
3.5% of such market. As the private market for providing correctional healthcare matures, the Company’s competitors may gain
additional experience in bidding and administering correctional healthcare contracts. Competitors may use the additional experience to
underbid the Company. In addition, new competitors, some of whom may have extensive experience in related fields or greater
financial resources than the Company, may enter the market. Increased competition could result in a loss of contracts and market
share. Any of these results could seriously harm its business and operating results.

Acquisitions. The Company’s expansion strategy involves both internal growth and, as opportunities become available,
acquisitions. The Company took significant steps toward implementing this strategy with the EMSA acquisition in January 1999 and
the acquisitions of CHS, SPP and certain assets of Correctional Physician Services, Inc. (“CPS”) during 2000. The Company
previously had limited experience acquiring businesses and integrating them into its operations and the inability to successfully
integrate future acquisitions would seriously harm the Company’s business or operating revenues.

Exposure to Catastrophic Events. Contracts accounting for approximately 45% of Total Correctional Healthcare Services
Revenues for the year ended December 31, 2002 contain no limits on the Company’s exposure for treatment costs related to
catastrophic illnesses or injuries to inmates. However, only 15% of Total Correctional Healthcare Services Revenues for the year
ended December 31, 2002 results from such contracts which do not contain a termination clause provision which allows the Company
to terminate the contract under agreed-upon notice periods. The Company attempts to compensate for the increased financial risk
when pricing contracts that do not contain catastrophic limits. The Company also maintains per inmate stop loss insurance on such
contracts. Although the Company has not had any catastrophic illnesses or injuries to inmates that exceeded its insurance coverage in
the past, there can be no assurance that the Company will not experience a catastrophic illness or injury that exceeds it coverage in the
future. The occurrence of severe individual cases outside of those catastrophic limits could render contracts unprofitable and could
have a material adverse effect on the Company’s financial condition and results of operations.

Dependence on Key Personnel. The success of the Company depends in large part on the ability and experience of its senior
management. The loss of services of one or more key employees could adversely affect the Company’s operations. The Company has
employment contracts with Michael Catalano, Chairman, President and Chief Executive Officer; Lawrence H. Pomeroy, Senior Vice
President and Chief Development Officer; and Michael W. Taylor, Senior Vice President and Chief Financial Officer, as well as
certain other key personnel. The Company does not have an employment contract with Richard D. Wright, Vice Chairman of
Operations. The Company does not maintain key man life insurance for any member of its senior management. The loss of the
services of one or more of its key employees could adversely affect the Company’s business and operating results.

Dependence on Healthcare Personnel. The Company’s success depends on its ability to attract and retain highly skilled healthcare
personnel. A shortage of trained and competent employees and/or independent contractors may result in overtime costs or the need to
hire less efficient and more costly temporary staff. Attracting qualified nurses at a reasonable cost in some markets has been and
continues to be of concern to the Company. Approximately 41% of the Company’s contracts contain financial deductions that apply
when performance or staffing criteria are not achieved. For the year ended December 31, 2002, the Company incurred deductions of
approximately $1.7 million, 0.3% of Total Revenue, relating to these criteria. If the Company is not successful in attracting and
retaining a sufficient number of qualified healthcare personnel in the future, it may not be able to perform under its contracts, which
could lead to the loss of existing contracts or its ability to gain new contracts.

Corporate Exposure to Professional Liability. The Company periodically becomes involved in medical malpractice claims with
the attendant risk of substantial damage awards. The most significant source of potential liability in this regard is the risk of suits
brought by inmates alleging lack of timely or adequate healthcare services. The Company may be vicariously liable for the negligence
of healthcare professionals who are contracted to it. The Company’s contracts generally provide for the Company to indemnify the
governmental agency for losses incurred related to healthcare provided by the Company and its agents. The Company maintains
professional liability insurance and requires its independent contractors to maintain professional liability insurance in amounts deemed
appropriate by management based upon the Company’s claims history and the nature and risks of its business. However, there can be
no assurance that a future claim or claims will not exceed the limits of available insurance coverage or that such coverage will
continue to be available at a reasonable cost.

Recently, the cost of malpractice and other liability insurance has risen significantly. Therefore, adequate levels of insurance may
not continue to be available at a reasonable price. Failure to obtain sufficient levels of professional liability insurance may expose us
to significant losses.



Dependence on Credit Facility. The Company’s debt consists of a credit facility dated October 31, 2002 with CapitalSource
Finance LLC. The credit facility requires the Company to meet certain financial covenants related to minimum levels of earnings.
The financial covenants contained in the credit facility are described in “Management’s Discussion and Analysis of Financial
Condition and Results of Operations — Liquidity and Capital Resources” contained in this report.

The Company is dependent on the availability of borrowings pursuant to this credit facility to meet its working capital needs,
capital expenditure requirements and other cash flow requirements during 2003. However, should the Company fail to meet its
projected results and remain in compliance with the terms of the credit facility, it may be forced to seek additional sources of
financing in order to fund its working capital needs. No assurances can be made that the Company can obtain alternative financing
arrangements on terms acceptable to it, or at all.

Legislative changes. The Administrative Simplification Provisions of the Health Insurance Portability and Accountability Act of
1996 ("HIPAA") require the use of uniform electronic data transmission standards for health care claims and payment transactions
submitted or received electronically. These provisions are intended to encourage electronic commerce in the health care industry.
HIPPA includes regulations on standards to protect the security and privacy of health-related information. The privacy regulations
will extensively regulate the use and disclosure of individually identifiable health-related information, whether communicated
electronically, on paper or orally. The Company does not do electronic filing at present, but may do so in the future, subjecting it to
regulations of HIPPA.

Performance bonds. The Company is required under certain contracts to provide a performance bond. At December 31, 2002, the
Company has outstanding performance bonds totaling $45.8 million. The Company has outstanding letters of credit totaling
$6.3 million which are being used as collateral for the performance bonds. The performance bonds are renewed on an annual basis.

The market for performance bonds was severely impacted by certain recent corporate failures and the events of September 11,
2001 and continues to be impacted by general economic conditions. Consequently, the sureties for the Company’s performance bond
program may require additional collateral to issue or renew performance bonds in support of certain contracts. The letters of credit
which the Company utilizes as collateral for its performance bonds reduce availability under the Company’s credit facility and limit
funds available for debt service and working capital. The Company is also dependant on the financial health of the surety companies
that it relies on to issue its performance bonds. An inability to obtain new or renew existing performance bonds could result in
limitations on the Company’s ability to bid for new or renew existing contracts which could have a material adverse effect on the
Company’s financial condition and results of operations.

Other Available Information

We file our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all amendments to
those reports with the Securities & Exchange Commission (“SEC”). You may obtain copies of these documents by visiting the SEC’s
Public Reference Room at 450 Fifth Street, NW, Washington, DC 20549, by calling the SEC at 1-800-SEC-0330 or by accessing the
SEC's website at http://www.sec.gov. In addition, as soon as reasonably practicable, after such materials are filed with or furnished to
the SEC, we make copies of these documents available to the public free of charge through our web site at www.asgr.com or by
contacting our Corporate Secretary at our principal offices, which are located at 105 Westpark Drive, Suite 200, Brentwood,
Tennessee 37027, telephone number (615) 373-3100.




Item 2. Properties

The Company occupies approximately 22,600 square feet of leased office space in Brentwood, Tennessee, where it maintains its
corporate headquarters. The Company’s lease on its current headquarters expires in October 2003. The Company leases additional
office facilities in Franklin, Tennessee; Baltimore and Jessup, Maryland; Alameda, California; Topeka, Kansas; Sunrise, Florida;
Verona, New Jersey; Boise, Idaho; Indianapolis, Indiana; Richmond, Virginia; Whitestone, New York; and Concordville,
Pennsylvania. While the Company may open additional offices to meet the local needs of future contracts awarded in new areas,
management believes that its current facilities are adequate for its existing contracts for the foreseeable future.

Item 3. Legal Proceedings

The Company is appealing a $1.7 million judgment against it. In December 1995, the Florida Association of Counties Trust
(“FACT™), as the insurer for the Polk County Sheriff’s Office, and the Sheriff of Polk County, Florida, brought an action against PHS
in the Circuit Court, 10® Judicial Circuit, Polk County, Florida seeking indemnification for $1.0 million paid on behalf of the plaintiffs
for settlement of a lawsuit brought against the Sheriff’s Office. The recovery is sought for amounts paid in settlement of a wrongful
death claim brought by the estate of an inmate who died as a result of injuries sustained from a beating from several corrections
officers employed by the Sheriff’s Office. The plaintiffs contend that an indemnification provision in the contract between PHS and
the Sheriff’s Office obligates the Company to indemnify the Sheriff’s Office against losses caused by its own wrongful acts. The
Company was represented by counsel provided by Reliance Insurance Company, the Company’s insurer. In April 2001, FACT’s
motion for summary judgment on the question of liability for indemnity was denied, but on rehearing in July 2001 the prior denial was
reversed and summary judgment was granted. In October 2001, Reliance filed for receivership. In January 2002, the court entered
final judgment in favor of FACT for approximately $1.7 million at a hearing at which the Company was not represented, as counsel
provided by Reliance had simultaneously filed a motion to withdraw. The Company retained new counsel in February 2002 and has
filed a notice of appeal on the judgment. The Company expects a decision on the appeal in 2003. The Company has posted an appeal
bond in the amount of $2.0 million, which has been classified as a deposit and included in prepaid expenses and other current assets
on its Consolidated Balance Sheet. As of December 31, 2002, the Company has reserved $504,000 related to costs associated with
this proceeding. The Company believes that it will be successful on appeal. The Company has numerous defenses to FACT’s claim,
including the Company’s belief that the court that granted summary judgment in favor of FACT upon rehearing made an error of law
when it ruled that the Company’s contract with the Sheriff’s Office obligated the Company to indemnify the Sheriff’s Office against
its own wrongful acts. In addition, the Sheriff’s Office released the Company from liability for this claim subsequent to its insurance
company filing the lawsuit. In the event that the Company is not successful on appeal, the Company does not believe that the adverse
Jjudgment will have a material adverse effect on its financial position, although it may affect its quarterly or annual resuits of
operations.

In addition to the matter discussed above, the Company is a party to various legal proceedings incidental to its business. Certain
claims, suits and complaints arising in the ordinary course of business have been filed or are pending against the Company. An
estimate of the amounts payable on existing claims for which the liability of the Company is probable is included in accrued expenses
at December 31, 2002. The Company is not aware of any material unasserted claims and, based on its past experience, would not
anticipate that potential future claims would have a material adverse effect on its consolidated financial position or results of
operations.

Item 4. Submission of Matters to Vote of Security Holders

None.




PARTII
Item 5. Market For Registrant’s Common Stock and Related Stockholder Matters

The Company’s Common Stock is traded on The Nasdaqg Stock Market’s National Market System under the symbol “ASGR.” As
of March 25, 2003, there were approximately 65 registered holders of record of the Common Stock. The high and low bid prices of the
Common Stock as reported on The Nasdaq Stock Market during each quarter from January 1, 2001 through December 31, 2002 are
shown below:

Quarter Ended High Low

March 31, 2001 .ot $ 28.23 $ 21.25

June 30, 2001......... 27.65 21.11
September 30, 2001 .... 25.69 5.55
December 31, 2001..... 7.63 2.19
March 31, 2002.. 8.11 3.75
June 30, 2002..... 13.00 6.75
September 30, 20 13.25 8.98
December 31, 2002, ettt 17.00 9.30

The Company did not pay cash dividends on the Common Stock during the years ended December 31, 2002 and 2001. The
Company does not currently intend to pay cash dividends on the Common Stock in the foreseeable future because, under the terms of
its Credit Facility, the Company is prohibited from paying cash dividends on the Common Stock.

On October 21, 2002, the Company completed a private placement of 480,000 shares of newly issued common stock at $9.50
per share, realizing proceeds of approximately $4.0 million, net of issuance costs. The private placement was made in reliance on
the exemption from registration under Section 4(2) of the Securities Act of 1933, as amended. The net proceeds were used to repay
borrowings under the Company’s prior credit facility. The Company registered the resale of all of the shares on a Form S-3
registration statement (No. 333-98355), filed with the SEC on August 19, 2002 and declared effective on October 18, 2002.
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Item 6. Selected Financial Data

For the Year Ended December 31,
2002 2001 2000 1999 1998
(In thousands, except per share data)

Statement of Operations Data:

Healthcare revenues $ 481,540 $§ 458,515 $ 306,775 § 237,745 $ 111,906

Income (loss) from continuing operations before income taxes .. 6,839 (38,091) 4,047 2,808 4,911
Income (loss) from continuing OPerations ..........cccceveverecerninrecens 6,474 (36,239) 2,249 1,686 5,611
Income (loss) from discontinued operations, net of taxes . 5,427 (8,604) 5,558 2,954 113
Net income (loss) attributable to common shares .............ccoocv. 11,901 (45,006) 7,159 2,328 5,724
Net income (loss) per common share — basic:

Income (loss) from continuing Operations.......c.c.oeevveeernense. 1.15 (6.88) 0.42 ©.17) 1.58

Income (loss) from discontinued operations... . 0.97 (1.62) 1.44 0.81 0.03

Net income (108S) ooviiriciieieiiierrr e 2.12 (8.50) 1.86 0.64 1.61
Net income (loss) per common share — diluted:

Net income (loss) from continuing operations .... . 1.13 (6.88) 0.40 (0.16) 1.54

Net income (loss) from discontinued operations . 0.95 (1.62) 1.00 0.76 0.03

Net income (10SS) .ovvvrieriircreirr e e 2.08 (8.50) 1.40 0.60 1.57
Weighted average common shares outstanding — basic ... 5,603 5,292 3,854 3,613 3,554
Weighted average common shares outstanding — diluted 5,718 5,292 5,587 3,877 3,653

Cash dividends per share ..o — — — — —

See Management’s Discussion and Analysis of Financial Condition and Results of Operations and Notes to Consolidated Financial
Statements describing the financial impact for 2002 of a reduction to the loss contract reserve, for 2001 of charges related to goodwill
impairment and loss contracts and for 2000 due to the CPS, CHS and SPP acquisitions. On January 26, 1999, the Company purchased
all of the outstanding stock of EMSA Government Services, Inc. (“EMSA”). The acquisitions of CPS, CHS, SPP and EMSA were
accounted for under the purchase method of accounting and the results of operations of the acqulred entities have been included in the
Company’s consolidated operating results since the respective acquisition dates.

As of Becember 31,

2002 2001 2000 1999 1998

Balance Sheet Data:
Working capital (deficit) ....ooeviiiiciieiecre e $ (38,395) $ (3,826) $ 15,573 $ 9,498 $ 10,515
Total assets . 171,506 160,380 161,402 98,727 28,375
Long-term debt, including current portion ... evnineceni e 45,996 58,100 56,800 25,500 —
Mandatory redeemable preferred StoCK ....co.ovvoicncorniniiciccnn — — 12,397 12,375 —
Mandatory redeemable common StOCK .....cc.ovvcirenconneicccnicninscnens — — — 1,842 1,842
Common stock, additional paid-in capital, stockholders’ notes

receivable, accumulated other comprehensive loss and

retained eamings (accumulated deficit)....ccoocovneer i, 14,325 (3,554) 28,965 16,723 10,949

The working capital deficit as of December 31, 2002, includes $41.1 million of borrowings outstanding under the Company’s
revolving credit facility. This revolving credit facility has a maturity date of October 31, 2005; however, due to the presence of a
typical material adverse effect clause in the loan agreement combined with the existence of a mandatory lock-box agreement,
borrowings outstanding under the revolving credit facility have been classified as a current liability in accordance with the guidance in
the Financial Accounting Standard Board’s Emerging Issues Task Force Consensus 95-22, “Balance Sheet Classification of
Borrowings Outstanding Under Revolving Credit Agreements that Include Both a Subjective Acceleration Clause and a Lock-Box
Arrangement.” For further discussion, see management’s discussion of Liguidity and Capital Resources or Note 11 to the Company’s
Consolidated Financial Statements.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read in conjunction with the consolidated financial statements provided under Part 11, Item 8
of this Annual Report on Form 10-K.

Critical Accounting Policies And Estimates
General

The Company's discussion and analysis of its financial condition and results of operations are based upon its consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted in the United States. The
preparation of these financial statements requires the Company to make estimates and judgments that affect the reported amounts of
assets, liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities. On an on-going basis, the
Company evaluates its estimates, including, but not limited to, those related to:

revenue and cost recognition,

loss contracts,

professional and general liability insurance,

legal contingencies,

impairment of goodwill,

amortization and impairment of contracts and other intangibles, and
e income taxes.

® © @ o

©

The Company bases its estimates on historical experience and on various other assumptions that are believed to be reasonable
under the circumstances, the results of which form the basis for making judgments about the carrying values of assets and liabilities
that are not readily apparent from other sources. Actual results may differ from these estimates under different assumptions or
conditions.

The Company believes the following critical accounting policies are affected by the more significant judgments and estimates used
in the preparation of its consolidated financial statements.

Revenue and Cost Recognition

The Company’s contracts with correctional institutions are principally fixed price contracts adjusted for census fluctuations. Such
contracts typically have a term of one to three years with subsequent renewal options. The contracts may also contain certain risk
sharing arrangements, such as stop-loss provisions and aggregate limits for off-site or pharmaceutical costs. Revenues earned under
contracts with correctional institutions are recognized in the period that services are rendered. Cash received in advance for future
services is recorded as deferred revenue and recognized as income when the service is performed.

Revenues are calculated based on the specific contract terms and fall into one of three general categories: fixed fee, population
based, or cost-plus a margin. For fixed fee contracts, revenues are recorded based on fixed monthly amounts established in the service
contract. Revenue for population based contracts is calculated either as a fixed fee adjusted using a per diem rate for variances in the
inmate population from predetermined population levels or by a per diem rate times the average inmate population for the period of
service. For cost plus contracts, revenues are calculated based on actual expenses.incurred during the service period plus a contractual
margin. Under all contracts, the Company records revenues net of any estimated contractual allowances for potential adjustments
resulting from performance or staffing related criteria, as well as the impact of any risk sharing arrangements, on an accrual basis in
the period the services are provided. If necessary, the Company revises its estimates for such adjustments in future periods when the
actual amount of the adjustment is determined.

Revenues for the distribution of pharmaceutical and medical supplies are recognized upon delivery of the related products.

Healthcare expenses include the compensation of physicians, nurses and other healthcare professionals including any related
benefits and all other direct costs of providing the managed care. The cost of healthcare services provided or contracted for are
recognized in the period in which they are provided based in part on estimates, including an accrual for unbilled medical services
rendered through the balance sheet date. The Company estimates the accrual for unbilled medical services using an actuarial analysis
prepared monthly by an independent actuary. The analysis takes into account historical claims experience (including the average
historical costs and billing lag time for such services) and other actuarial data.
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Actual payments and future reserve requirements will differ from the Company’s current estimates. The differences could be
material if significant adverse fluctuations occur in the healthcare cost structure or the Company’s future claims experience. Changes
in estimates of claims resulting from such fluctuations and differences between actuarial estimates and actual claims payments are
recognized in the period in which the estimates are changed or the payments are made.

Loss Contracts

The Company accrues losses under its fixed price contracts when it is probable that a loss has been incurred and the amount of the
loss can be reasonably estimated. The Company performs this loss accrual analysis on a specific contract basis taking into
consideration such factors as future contractual revenue, projected future healthcare and maintenance costs, projected future stop-loss
insurance recoveries and each contract’s specific terms related to future revenue increases as compared to increased healthcare costs.
The projected future healthcare and maintenance costs are estimated based on historical trends and management’s estimate of future
cost increases. These estimates are subject to the same adverse fluctuations and future claims experience as previously noted. Some
of the Company’s contracts provide for annual increases in the fixed base fee upon changes in the regional medical care component of
the Consumer Price Index, while others contain fixed increases.

The Company performs a periodic comprehensive review of its portfolio of contracts for the purpose of identifying loss contracts
and developing a contract loss reserve for succeeding periods. As a result of its 2001 review, the Company identified five non-
cancelable contracts with combined 2001 annual revenues of $59.7 million and negative gross margin of $4.7 million. Based upon
management’s projections, these contracts were expected to continue to incur negative gross margin over their remaining terms. In
December 2001, the Company recorded a charge of $18.3 million to establish a reserve for future losses under these non-cancelable
contracts. The five contracts covered by the charge had expiration dates ranging from June 30, 2002 through June 30, 2005. Ninety
percent of the charge related to the State of Kansas contract, which expires June 30, 2005, and the City of Philadelphia contract, which
was renewable annually, at the client’s option, through June 30, 2004. The remaining ten percent of the charge related to the State of
Maine contract, which was due to expire June 30, 2002, a county contract that expires on June 30, 2005 and a county contract that
renewed on more favorable terms on August 15, 2002. Negative gross margin and overhead costs charged against the loss contract
reserve related to these five contracts totaled $6.0 million for the year ended December 31, 2002.

In June 2002, the Company and the City of Philadelphia reached a mutual agreement that the contract between PHS and the City of
Philadelphia would expire effective June 30, 2002. As a result of the earlier than anticipated expiration of this loss contract, the
Company performed a reassessment of its loss contract reserve requirements, This reassessment included a review of management’s
projected future losses under the remaining three loss contracts as well as a comprehensive review of the Company’s portfolio of
contracts at June 30, 2002 for the purpose of identifying any additional loss contracts. No new loss contracts were identified as a
result of this review. Based upon the reassessment, the Company recorded a gain of $3.3 million, in the second quarter of 2002, to
reduce its reserve for loss contracts.

The Company will continue to provide services to the State of Maine under a cost plus a fixed management fee transition
agreement through March 31, 2003. The Company also entered into a transition arrangement with the City of Philadelphia under
which it continued to provide services through September 30, 2002 under modified contract terms. On September 30, 2002, the

' Company and the City of Philadelphia entered into a new contract amendment under which the Company will continue to provide
healthcare services to the City of Philadelphia, under modified contract terms, through June 30, 2003.

As of December 31, 2002, the Company has a loss contract reserve totaling $9.0 million, which relates to two remaining loss
contracts, the State of Kansas and a county contract, both of which expire on June 30, 2005.

Professional and General Liability Insurance

As a healthcare provider, the Company is subject to medical malpractice claims and lawsuits. The most significant source of
potential liability in this regard is the risk of suits brought by inmates alleging lack of timely or adequate healthcare services. The
Company may also be liable, as employer, for the negligence of healthcare professionals it employs or the healthcare professionals it
engages as independent contractors. The Company’s contracts generally require it to indemnify the governmental agency for losses
incurred related to healthcare provided by the Company or its agents.

To mitigate a portion of this risk, the Company maintains professional liability insurance on a claims made basis and assumes
certain self-insurance risks resulting from the use of large deductibles in 2001 and 2000 and the use of an adjustable premium policy
in 2002. For 2002, the Company was covered by a policy with a 42-month retro-premium with adjustment based on actual losses after
42 months. The Company’s final premium for 2002 will depend on the ultimate losses incurred. Reserves for estimated losses are
provided for on an undiscounted basis in the period of the related coverage based on an independent actuarial analysis. These reserves
are monitored for adequacy on a quarterly basis using internal and external evaluations of the merits of the individual claims, analysis
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of claim history and the estimated reserves assigned by the Company’s third-party administrator. Any adjustments resulting from the
review are reflected in current earnings.

In addition to its reserves for known claims, the Company maintains a reserve for incurred but not reported claims. The reserve for
incurred but not reported claims is recorded on an undiscounted basis. The Company’s estimates of this reserve are supported by an
independent actuarial analysis which is obtained on a quarterly basis.

Reserves for medical malpractice liability fluctuate because the number of claims and the severity of the underlying incidents
change from one period to the next. Furthermore, payments with respect to previously estimated liabilities frequently differ from the
estimated liability. Changes in estimates of losses resulting from such fluctuations and differences between actuarial estimates and
actual loss payments are recognized by an adjustment to the reserve for medical malpractice liability in the period in which the
estimates are changed or payments are made. The reserves can also be affected by changes in the financial health of the third-party
insurance carriers used by the Company. Changes in reserve requirements resulting from a change in the financial health of a third-
party insurance carrier are recognized in the period in which such factor becomes known.

Legal Contingencies

In addition to professional and general liability claims, the Company is also subject to other legal proceedings in the ordinary course
of business. Such proceedings generally relate to labor, employment or contract matters. The Company accrues an estimate of the
probable costs for the resolution of these claims. This estimate is developed in consultation with outside counsel handling the Company’s
defense in these matters and is based upon an estimated range of potential results, assuming a combination of litigation and settlement
strategies. The Company does not believe these proceedings will have a material adverse effect on its consolidated financial position.
However, it is possible that future results of operations for any particular quarterly or annual period could be materially affected by
changes in assumptions, new developments or changes in approach such as a change in settlement strategy in dealing with such litigation.

Impairment of Goodwill

The Company adopted Statement of Financial Accounting Standards (“SFAS”) No. 142, Goodwill and Other Intangible Assets on
January 1, 2002, at which time it ceased amortization of goodwill. In accordance with SFAS No. 142, goodwill acquired is reviewed
for impairment on an annual basis or more frequently whenever events or circumstances indicate that the carrying value may not be
recoverable.

Important factors taken into consideration when evaluating the need for an impairment review include the following:

o significant underperformance or loss of key contracts acquired in an acquisition relative to expected historical or
projected future operating results;

e significant changes in the manner of use of the Company’s acquired assets or in the Company’s overall business
strategy; and

e significant negative industry or economic trends.

When the Company determines that the carrying value of goodwill may be impaired based upon the existence of one or more of the
above indicators of impairment or as a result of its annual impairment review, any impairment is measured using a fair-value-based
goodwill impairment test as required under the provisions of SFAS No. 142. Fair value is the amount at which the asset could be
bought or sold in a current transaction between willing parties and may be estimated using a number of techniques, including quoted
market prices or valuations by third parties, present value techniques based on estimates of cash flows, or multiples of earnings or
revenues performance measures. The fair value of the asset could be different using different estimates and assumptions in these
valuation techniques.

Based on the results of its annual review for 2002, management has determined that goodwill is not impaired as of December 31,
2002. Future events could cause the Company to conclude that impairment indicators exist and that goodwill associated with its
acquired businesses is impaired. Any resulting impairment loss could have a material adverse impact on the Company’s financial
condition and results of operations.

Amortization and Impairment of Contract and Other Intangibles

The Company periodically evaluates the carrying value of its contract and other intangibles when events and circumstances
warrant, generally in conjunction with the annual business planning cycle. If the carrying value of the evaluated asset is considered
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impaired, a loss is recognized based on the amount by which the carrying value exceeds the fair market. Fair market value is
determined primarily using the anticipated cash flows discounted at a rate commensurate with the risk involved.

The Company evaluates the estimated remaining useful life of its contract intangibles on at least a quarterly basis, taking into
account new facts and circumstances, including its retention rate for acquired contracts. If such facts and circumstances indicate the
current estimated life is no longer reasonable, the Company adjusts the estimated useful life on a prospective basis. In the third
quarter of 2002, the Company revised the estimated life of the contract intangibles, acquired in its 1999 acquisition of EMSA, from 20
years to 10 years. The revised life impacted contract intangibles with a gross value of $11.2 million and resulted in an increase to
amortization of $434,000, or $0.08 per fully diluted share, for the year ended December 31, 2002. On a prospective basis the revised
life will result in an increase to annual amortization expense of $867,000.

Income Taxes

The Company accounts for income taxes under SFAS No. 109, Accounting for Income Taxes. Under the asset and liability method
of SFAS No. 109, deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences between
the financial statement carrying amounts of existing assets and liabilities and their respective tax bases.

The Company regularly reviews its deferred tax assets for recoverability taking into consideration such factors as historical losses,
projected future taxable income and the expected timing of the reversals of existing temporary differences. SFAS No. 109 requires
the Company to record a valuation allowance when it is “more likely than not that some portion or all of the deferred tax assets will
not be realized.” It further states “forming a conclusion that a valuation allowance is not needed is difficult when there is negative
evidence such as cumulative losses in recent years.” At December 31, 2002 and 2001, a 100% valuation allowance has been recorded
equal to the deferred tax assets after considering deferred tax assets that can be realized through offsets to existing taxable temporary
differences. Assuming the Company achieves sufficient profitability in future years to realize the deferred income tax assets, the
valuation allowance will be reduced in future years through a credit to income tax expense (increasing shareholders’ equity). Due to
the Company's net income in 2002, the Company’s deferred tax valuation allowance was reduced $4.8 million from $16.1 million at
December 31, 2001 to $11.3 million at December 31, 2002, as a reduction to the Company’s income tax provision.
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Results of Operations

The following table sets forth, for the years indicated, the percentage relationship to total revenue of certain items in the
Consolidated Income Statements.

Year Ended December 31,
Percentage of Total Revenues 2002 2001 2000
Healthcare reVenues......coovcrverceriioninccncenniecee e 100.0% 100.0% 100.0%
Healthcare eXpenses ..........coccvvevvceninciinicincenianns . 939 96.7 90.9
Reduction in foss contract reserve ......oocevveriricunieecneans . 0.7 — —
Charge for loss contracts ................. — 4.0 —
Gross MAargin. ..o vcveeceenienrernrcrnorsnseeenees 6.8 (0.7) 9.1
Selling, general and administrative expenses.. 3.0 4.2 4.5
Depreciation and amortization .........c.cccccceeens . 1.0 1.6 2.0
Strategic initiative and severance eXpPenses ........oovceverrvirierienneen. — 0.6 —
Income (10sS) frOM OPEIAtiONS ....cviiriviriisiicn i, 2.8 7.1) 2.6
Interest, Netu ..o . 1.2 1.2 1.3
Charge for early retirement of debt 0.2 — —
Income (loss) from continuing operations before income taxes...... 1.4 (8.3) 1.3
Provision for income taxes (benefit) ..o, 0.1 (0.4) 0.6
Income (loss) from continuing operations 1.3 (7.9) 0.7
Income (loss) from discontinued operations, net of taxes . 1.2 (1.9) 1.8
Net Income (lOSS) .. viuierriirier e e 2.5 (9.8) 25
Preferred stock dividends ......ccccovoiricriiinniieninie e — — 0.2
Net income (loss) attributable to common shares...........ccccceureuian 2.5 (9.8) 2.3

Year Ended December 31, 2002 Compared to Year Ended December 31, 2001

Healthcare revenues. Healthcare revenues for the year ended December 31, 2002 increased $23.0 million, or 5.0%, from
$458.5 million in 2001 to $481.5 million in 2002. Healthcare revenues in 2002 included $18.0 million of revenue growth resulting
from contracts added in 2001 through marketing activities. The Company added nine new correctional contracts in 2002. These new
contracts provided revenues in 2002 of $10.9 million. Contracts in place at December 31, 2001 and continuing beyond December 31,
2002, provided additional revenue of $44.1 million during 2002 as the result of contract renegotiations and automatic price
adjustments. Correctional contracts in place throughout the entire year during both 2002 and 2001 experienced Total Revenue growth
of 11.7%. These revenue increases were offset by a $15.1 million reduction in SPP pharmaceutical distribution revenue. The
decrease in SPP pharmaceutical distribution revenue was the result of the loss of two pharmaceutical distribution customers in the
third quarter of 2001. The Company’s 2002 revenues were also negatively impacted by the loss of 21 correctional contracts that
expired during 2001. The loss of these contracts resulted in a decrease in revenues of approximately $34.9 million from 2001 to 2002.
As discussed in the discontinued operations section below, all contracts that expired during 2002 have been classified as discontinued
operations.

Healthcare expenses. Healthcare expenses for the year ended December 31, 2002 increased $8.8 million, or 2.0%, from $443.5
million in 2001 to $452.3 million in 2002. Expenses related to new contracts from marketing activities accounted for $24.5 million of
the increase. This increase was partially offset by the elimination of healthcare expenses related to contracts that expired during
2001. Healthcare expenses as a percentage of revenues decreased by 2.8% in 2002 as compared to 2001. During 2001, the Company
recorded a charge of $6.0 million to increase its reserve for medical claims. This charge was primarily the result of updated second
quarter of 2001 information showing actual utilization rates and cost data for inpatient and outpatient services were higher than the
historical levels on which the Company’s reserve had been based. Approximately $1.5 million of this amount is included in
discontinued operations for 2001 as it relates to contracts that expired during 2002. The remaining $4.5 million of the charge has been
included in healthcare expenses for 2001. Exclusive of this amount, healthcare expenses for 2001 were 95.7% of revenues compared
to 93.9% of revenues for 2002. This 1.8% decrease results primarily from a decrease in pharmacy related expenses and approximately
$5.0 million in negative operating margin related to the Company’s five loss contracts that was charged against the loss contract
reserve during 2002. The Company’s ongoing efforts when renewing or negotiating contracts to negotiate risk-sharing arrangements,
such as stop-loss provisions and aggregate limits for off-site or pharmaceutical costs, also contributed to the reduction of healthcare
expenses. ‘

Reduction in loss contract reserve. In June 2002, the Company and the City of Philadelphia reached a mutual agreement that the
contract between PHS and the City of Philadelphia would expire effective June 30, 2002. As a result of the earlier than anticipated
expiration of this loss contract, the Company performed a reassessment of its loss contract reserve requirements. This reassessment
included a review of management’s projected future losses under the remaining three loss contracts as well as a comprehensive review
of the Company’s portfolio of contracts at June 30, 2002 for the purpose of identifying any additional loss contracts. No new loss
contracts were identified as a result of this review. Based upon the reassessment, the Company recorded a gain of $3.3 million, in the
second quarter of 2002, to reduce its reserve for loss contracts.
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The Company will continue to provide services to the State of Maine under a cost plus a fixed management fee transition
agreement through March 31, 2003. The Company also entered into a transition arrangement with the City of Philadelphia under
which it continued to provide services through September 30, 2002 under modified contract terms. On September 30, 2002, the
Company and the City of Philadelphia entered into a new contract amendment under which the Company will continue to provide
healthcare services to the City of Philadelphia, under modified contract terms, through June 30, 2003.

As of December 31, 2002, the Company has a loss contract reserve totaling $9.0 million which relates to two remaining loss
contracts, the State of Kansas and a county contract, both of which expire on June 30, 2005.

Charge for loss contracts. In December 2001, the Company recorded a charge of $18.3 million to establish a reserve for future
losses under certain non-cancelable contracts. During 2001, the Company completed a comprehensive review of its portfolio of
contracts for the purpose of identifying loss contracts and developing a contract [oss reserve for succeeding years. As a result of this
review, the Company identified five non-cancelable contracts with combined 2001 annual revenues of $59.7 million and negative
gross margin of $4.7 million. Based upon management’s projections, these contracts were expected to continue to incur negative
gross margin over their remaining terms. The five contracts covered by the charge had expiration dates ranging from June 30, 2002
through June 30, 2005. Ninety percent of the charge related to the State of Kansas contract, which expires June 30, 2005, and the City
of Philadelphia contract, which was renewable annually, at the client’s option, through June 30, 2004. The remaining ten percent of
the charge related to the State of Maine contract, which was due to expire June 30, 2002, a county contract that renewed on more
favorable terms on August 15, 2002 and a county contract that expires on June 30, 2005.

Selling, general and administrative expenses. Selling, general and administrative expenses for year ending December 31, 2002
decreased $4.7 million from $19.1 million, or 4.2% of revenues, in 2001 to $14.4 million, or 3.0% of revenues, in 2002. Included in
selling, general and administrative expenses for 2001 were charges to increase the Company’s legal reserves by $1.9 million. These
charges were primarily required to reflect the Company’s increased exposure to certain outstanding cases previously covered by an
insurance carrier that is now in liquidation. The percentage of revenue decrease in selling, general and administrative expenses
excluding these charges is primarily the result of overhead reductions implemented by the Company in the second half of 2001 and
approximately $1.0 million in overhead costs associated with the Company’s five loss contracts that was charged against the loss
contract reserve.

Depreciation and amortization. Depreciation and amortization expense decreased from $7.4 million in 2001 to $4.7 million in
2002. This overall decrease is primarily the result of an increase in amortization of $434,000 in the second half of 2002, due to an
adjustment of the estimated life for a portion of the Company’s contract intangibles from 20 years to 10 years, offset by the cessation
of amortization of goodwill as a result of the Company's adoption of SFAS No. 142, Goodwill and Other Intangible Assets, effective
January 1, 2002. Under SFAS No. 142, goodwill is no longer amortized but will be required to be monitored for impairment.
Amortization expense related to goodwill totaled approximately $2.8 million for 2001.

Strategic initiative and severance expenses. During 2001, the Company incurred certain strategic initiative expenses associated
with an initiative that was discontinued in the third quarter of 2001. Additionally, during the third quarter of 2001, the Company
incurred severance expenses related to staffing reductions.

Interest, net. Net interest expense increased to $5.8 million or 1.2% of revenue in 2002 from $5.7 million or 1.2% of revenue in
2001.

Charge for early retirement of debt. On October 31, 2002, the Company entered into a new $60 million revolving credit and term
loan agreement. An initial advance pursuant to the new agreement was used to retire all indebtedness outstanding under the
Company’s previous secured credit facility. The Company incurred a one-time charge of $726,000 in the fourth quarter for early debt
retirement. The charge represents the write-off of the remaining unamortized loan arrangement fees related to the Company’s
previous secured credit facility.

Income tax provision (benefit). The provision for income taxes for the year ended December 31, 2002 was $365,000 or 0.1% of
revenue, as compared with a benefit of $1.9 million or 0.4% of revenue in 2001. Due to the Company's net income in 2002, the
Company’s deferred tax valuation allowance, established in the fourth quarter of 2001, was reduced $4.8 million from $16.1 million to
$11.3 million as a reduction to income tax provision.

Income (loss) from continuing operations. Income from continuing operations for the year ended December 31, 2002 was
$6.5 million, or 1.4% of revenue, as compared with a loss from continuing operations of $36.2 million, or 7.9% of revenue in 2001.

Income (loss) from discontinued operations, net of taxes. Income from discontinued operations for the year ended December 31,
2002 was $5.4 million, or 1.2% of revenue, as compared with a loss from discontinued operations of $8.6 million, or 1.9% of revenue
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in 2001. Income (loss) from discontinued operations represents the operating results of the Company’s contracts that expired during
the year ended December 31, 2002. The classification of these expired contracts is the result of the Company’s adoption of SFAS No.
144 effective January 1, 2002. See Notes 2 and 5 of the Company’s consolidated financial statements for further discussion of SFAS
No. 144.

The loss from discontinued operations for 2001 also includes a non-cash impairment charge of $13.2 million to reduce goodwill.
During the second quarter of 2001, the Company was notified that another vendor had been selected to provide healthcare services for
the Eastern Region of the Pennsylvania Department of Corrections upon the expiration of the Company’s contract on December 31,
2002. The Company also determined that it would cease operations under the contract with the Yonkers Region of the New York
Department of Correctional Services upon the expiration of the Company’s contract on May 31, 2002 as the healthcare services were
to be assumed by the client. Each of these contracts was acquired in the Company’s acquisition of certain assets of CPS in 2000. In
the second quarter of 2001, the Company recorded a non-cash impairment charge of $13.2 million representing the amount by which
goodwill related to these contracts exceeded the contracts’ fair value.

Net income (loss) attributable to common shares. Net income attributable to common shares for the year ended December 31,
2002 was $11.9 million or 2.5% of revenue, as compared with a net loss attributable to common shares of $45.0 million, or 9.8% of
revenue, in 2001.

Year Ended December 31, 2001 Compared to Year Ended December 31, 2000

Healthcare revenues. Healthcare revenues increased $151.7 million from $306.8 million in 2000 to $458.5 million in 2001,
representing a 49.5% increase. Approximately $43.4 million of this increase relates to a full year of activity of CHS and SPP both of
which were acquired during 2000. The Company experienced $22.0 million of revenue growth resulting from the first full year of
operations on contracts added in 2000 through marketing activities. The addition of the Rikers Island contract, effective January 1,
2001, added approximately $81.2 million in additional revenue. In addition to the Rikers Island contract, the Company added eleven
new correctional contracts during 2001 generating partial year revenues of $29.9 million. The Company experienced $20.3 million of
revenue growth during 2001 from contract renegotiations and automatic price adjustments. Same contract revenue growth on
correctional contracts that were in place for the entire year of both 2001 and 2000 was 11.1%. During 2001, revenues were negatively
impacted by the loss of 18 contracts, eight of which the Company elected not to renew, resulting in a decrease in revenues of
approximately $45.1 million from 2000 to 2001. As discussed in the discontinued operations section below, all contracts that expired
during 2002 have been classified as discontinued operations.

Healthcare expenses. Healthcare expenses increased $164.6 million from $278.9 million in 2000 to $443.5 million in 2001. New
contracts from acquisitions accounted for $51.7 million of the increase, while new contracts from marketing activities accounted for
$134.5 million of the increase. Healthcare expenses as a percentage of revenues increased by 5.8% in 2001 primarily due to increased
use of temporary labor due to continued labor shortages in certain geographic areas and increased use of off-site healthcare and
diagnostic services. Pharmaceutical costs increased from 7.9% 10 9.5% of revenues from 2000 to 2001. During 2001, the Company
recorded a charge of $6.0 million to increase its reserve for medical claims. This charge was primarily the result of updated second
quarter of 2001 information showing actual utilization rates and cost data for inpatient and outpatient services were higher than the
historical levels on which the Company’s reserve had been based. Approximately $1.5 million of this amount is included in
discontinued operations for 2001 as it relates to contracts that expired during 2002. The remaining $4.5 million of the charge has been
included in healthcare expenses for 2001.

Charge for loss contracts. During the fourth quarter of 2001, the Company completed an annual comprehensive review of its
portfolio of 145 contracts for the purpose of identifying loss contracts and developing a contract loss reserve for succeeding years. As
a result of this review the Company identified five non-cancelable loss contracts with combined annual revenues of $59.7 million and
negative gross margins of $4.7 million. The Company recorded a charge of $18.3 million to establish a reserve for future losses under
these non-cancelable contracts as of December 31, 2001. The five contracts covered by the charge had expiration dates ranging from
June 30, 2002 through June 30, 2005. Ninety percent of the charge relates to the State of Kansas contract, which expires June 30,
2005, and the City of Philadelphia contract, which was renewable annually at the client’s option, through June 30, 2004. The
remaining liability covered the State of Maine contract, which was due to expire June 30, 2002, a county contract that renewed on
more favorable terms on August 15, 2002 and a county contract that expires on June 30, 2005.

Selling, general and administrative expenses. Selling, general and administrative expenses were $19.1 million, or 4.2% of
revenue, in 2001 compared to $13.8 million, or 4.5% of revenue, in 2000. Included in selling, general and administrative expenses for
2001 were charges to increase the Company’s legal reserves by $1.9 million. These charges were primarily required to reflect the
Company’s increased exposure to certain outstanding cases previously covered by insurance carriers that are now in liquidation. The
percentage of revenue decrease in selling, general and administrative expenses excluding these charges reflects the Company’s
continued ability to leverage its corporate support services to a broader revenue base as new contracts are added through acquisitions
or marketing activity.
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Depreciation and amortization expenses. Depreciation and amortization expenses increased to $7.4 million or 1.6% of revenue in
2001 from $5.9 million or 2.0% of revenue in 2000. The increase is primarily related to the first full year of amortization of goodwill
and other intangibles recorded in the 2000 acquisitions of CPS, CHS and SPP.

Strategic initiative and severance expenses. During 2001, the Company incurred $2.6 million of expenses related to severance and
a terminated strategic initiative.

Interest, net. Net interest expense increased to $5.7 million or 1.2% of revenue in 2001 from $4.1 million or 1.3% of revenue in
2000.

Income tax provision (benefit). The benefit for income taxes was $1.9 million in 2001, or 0.4% of revenue, as compared with a
provision of $1.8 million in 2000, or 0.6% of revenue. In the fourth quarter of 2001, the Company established a full valuation
allowance related to its deferred tax asset of approximately $16.1 million.

Income (loss) from continuing operations. The loss from continuing operations for the year ended December 31, 2001 was
$36.2 million, or 7.9% of revenue, as compared with income from continuing operations of $2.2 million, or 0.7% of revenue in 2000.

Income (loss) from discontinued operations, net of taxes. The loss from discontinued operations for the year ended December 31,
2001 was $8.6 million, or 1.9% of revenue, as compared with income from discontinued operations of $5.6 million, or 1.8% of
revenue in 2000. Income (loss) from discontinued operations represents the operating results of the Company’s contracts that expired
during the year ended December 31, 2002. The classification of these expired contracts is the result of the Company’s adoption of
SFAS No. 144 effective January 1, 2002. See Notes 2 and 5 of the Company’s consolidated financial statements for further discussion
of SFAS No. 144.

The loss from discontinued operations for 2001 also includes a non-cash impairment charge of $13.2 million to reduce goodwill.
During the second quarter of 2001, the Company was notified that another vendor had been selected to provide healthcare services for
the Eastern Region of the Pennsylvania Department of Corrections upon the expiration of the Company’s contract on December 31,
2002. The Company also determined that it would cease operations under the contract with the Yonkers Region of the New York
Department of Correctional Services upon the expiration of the Company’s contract on May 31, 2002 as the healthcare services were
to be assumed by the client. Each of these contracts was acquired in the Company’s acquisition of certain assets of CPS in 2000. In
the second quarter of 2001, the Company recorded a non-cash impairment charge of $13.2 million representing the amount by which
goodwill related to these contracts exceeded the contracts’ fair value.

Net income (loss) attributable to common shares. Net loss attributable to common shares for the year ended December 31, 2001
was $45.0 million or 9.8% of revenue, as compared with net income attributable to common shares of $7.2 million, or 2.3% of
revenue, in 2000.

Liquidity and Capital Resources
Overview

The Company generated net income attributable to common shares of $11.9 million for the year ended December 31, 2002
compared to a net loss attributable to common shares of $45.0 million in 2001. The Company had stockholders’ equity of $14.3
million at December 31, 2002 as compared to a stockholders’ deficit of $3.6 million at December 31, 2001. The Company’s cash and
cash equivalents decreased to $3.8 million at December 31, 2002 from $10.4 million at December 31, 2001, a decrease of $6.6
million. The decrease in cash was primarily the result of payments made to reduce debt outstanding offset by cash flows from
operating activities and proceeds from the Company’s private placement of common stock completed in October 2002. Restricted
cash was $6.3 million at December 31, 2002. The Company had no restricted cash at December 31, 2001.

Cash flows from operating activities during 2002 were $9.3 million, a decrease of $1.7 million from cash flows from operations in
2001 of $11.0 million. The decrease is primarily the result of the favorable impact of increased net income and reductions in
inventory offset by the unfavorable impact of an increase in receivables outstanding at the end of the year, increases in other current
and noncurrent assets due primarily to insurance prepayments and the payment of a $2.0 million appeal bond related to the litigation
discussed above in “Item 3. Legal Proceedings™ and decreases in the Company’s outstanding medical claims liability and loss contract
reserve.

Cash flows used in financing activities during 2002 were $14.7 million and include net payments totaling $12.1 million to reduce
the amount of debt outstanding from $58.1 million at December 31, 2001 to $46.0 million at December 31, 2002. Also included in
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cash flows used in financing activities during 2002 were cash receipts of $5.1 million resulting from option exercises and the sale of
common stock.

Credit Facility

The Company’s primary sources of liquidity are cash flows from operating activities and borrowings under its credit facility. On
October 31, 2002, the Company entered into a new credit facility with CapitalSource Finance LLC (the “CapitalSource Credit
Facility”). The CapitalSource Credit Facility matures on October 31, 2005 and includes both a revolving credit facility (the
“Revolver”) and a $5.0 million term loan (the “Term Loan”). Proceeds from the CapitalSource Credit Facility were used to repay the
borrowings outstanding pursuant to the Company’s previously existing revolving credit facility (the “Prior Credit Facility”) at which
time the Company wrote-off $726,000 of deferred loan costs related to the Prior Credit Facility.

The CapitalSource Credit Facility is secured by substantially all assets of the Company and its operating subsidiaries. At
December 31, 2002, the Company had borrowings outstanding under the CapitalSource Credit Facility totaling $46.0 million and
$5.2 million available, based on the Company’s collateral base on that date, for additional borrowing. Included in the borrowings
outstanding on December 31, 2002, was $6.3 million of restricted cash being used to collateralize outstanding letters of credit.

Borrowings under the Revolver are limited to the lesser of (1) 85% of eligible receivables (as defined) or (2) $55.0 million (the
“Revolver Capacity”). Interest under the Revolver is payable monthly at the greater of 5.75% or the Citibank N.A. prime rate plus
1.0%. The Company is also required to pay a monthly letter of credit fee equal to an annual rate of 3.5% on the outstanding balance
of letters of credit issued pursuant to the Revolver. The Company is also required to pay a monthly collateral management fee, equal
to an annual rate of 1.38%, on average borrowings outstanding under the Revolver.

Under the terms of the CapitalSource Credit Facility, the Company is required to pay a monthly unused line fee equal to an annual
rate of 0.6% on the difference between actual average borrowings outstanding under the Revolver for the month, including the balance
of any outstanding letters of credit, and the Revolver Capacity.

All amounts outstanding under the Revolver will be due and payable on October 31, 2005. If the Revolver is extinguished prior to
July 1, 2005, the Company will be required to pay an early termination fee equal to 1.0% of the Revolver Capacity. In connection
with the Revolver, the CapitalSource Credit Facility requires a lockbox agreement which provides for all receipts to be swept daily to
reduce borrowings outstanding. This agreement, combined with the existence of a Material Adverse Effect (“MAE”) clause in the
CapitalSource Credit Facility, requires the Revolver to be classified as a current liability, in accordance with the Financial Accounting
Standards Board’s Emerging Issues Task Force Issue (“EITF”) No. 95-22, "Balance Sheet Classification of Borrowings Outstanding
under Revolving Credit Agreements that Include Both a Subjective Acceleration Clause and a Lock-Box Arrangement." The MAE
clause, which is a typical requirement in commercial credit agreements, allows the lender to require the loan to become due if it
determines there has been a material adverse effect on the Company’s operations, business, properties, assets, liabilities, condition or
prospects. The classification of the Revolver as a current liability is a result only of the combination of the two aforementioned
factors: the lockbox agreements and the MAE clause. The Revolver does not expire or have a maturity date within one year. As
discussed above, the Revolver has a final expiration date of October 31, 2005.

The Term Loan requires monthly principal payments of $139,000 through its maturity on October 31, 2005. Interest under the
Term Loan is payable monthly at the greater of 8.5% or the Citibank, N.A. prime rate plus 3.5%. Upon expiration of the Term Loan,
the Company will be required to pay a fee of $100,000.

The CapitalSource Credit Facility will require the Company to achieve a minimum level of EBITDA on a rolling three month
measurement period as outlined below. The CapitalSource Credit Facility defines EBITDA as net income plus interest expense,
income taxes, depreciation expense, amortization expense, any other non-cash non-recurring expense and loss from asset sales outside
of the normal course of business, minus gains on asset sales outside the normal course of business, non-recurring gains, and charges
against the Company’s loss contract reserve.

Period Minimum EBITDA
Three month periods ending prior to March 1, 2003 $2,750,000
Three month periods ending after March 1, 2003 3,000,000

The CapitalSource Credit Facility also requires the Company to maintain a minimum fixed charge coverage ratio of 1.5. The
CapitalSource Credit Facility defines the fixed charge coverage ratio as EBITDA divided by the sum of principal payments on
outstanding debt, cash interest expense on outstanding debt, capital expenditures, cash income taxes paid or accrued, and cash
dividends paid or accrued or declared. In addition, beginning on June 30, 2003 and continuing for each quarter thereafter, the
Company will be required to maintain a minimum fixed charge ratio of 1.75 calculated using the most recent twelve month period.
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The Company was in compliance with these financial covenants as of December 31, 2002.

The CapitalSource Credit Facility also contains restrictions on the Company with respect to certain types of transactions including
payment of dividends, indebtedness and sales or transfers of assets.

The Company is dependent on the availability of borrowings pursuant to the CapitalSource Credit Facility to meet its working
capital needs, capital expenditure requirements and other cash flow requirements during 2003. Management believes that the
Company can comply with the terms of the CapitalSource Credit Facility and meet its expected obligations throughout 2003.
However, should the Company fail to meet its projected results, it may be forced to seek additional sources of financing in order to
fund its working capital needs.

Other Financing Transactions

On February 5, 2001, the Company completed the conversion of 125,000 shares of Series A Convertible Preferred Stock, having
an aggregate liquidation preference of $12.5 million, into 1,322,751 shares of common stock. The Company registered the shares of
common stock issued upon conversion of the preferred stock and warrants to purchase an additional 135,000 shares of common stock.
In July 2002, the warrant holder exercised 67,500 of these warrants.

On October 21, 2002, the Company completed a private placement of 480,000 shares of newly issued common stock at $9.50 per
share, realizing proceeds of approximately $4.0 million, net of issuance costs. The net proceeds were used to repay borrowings
under the Company’s Prior Credit Facility. The Company subsequently registered the resale of all of the shares on a Form S-3
registration statement (No. 333-98355), filed with the SEC on August 19, 2002 and declared effective on October 18, 2002.

Contractual Obligations And Commercial Commitments

The Company has certain contractual obligations as of December 31, 2002, summarized by the period in which payment is due, as
follows (dollar amounts in thousands):

2003 2004 2005 2006 2007 Thereafter
Revolving credit facility $ - 3 - $ 41,135 $ - $ - $
Term loan 1,667 1,667 1,527 - - -
Operating leases 924 523 418 383 395 300

At December 31, 2002, the Company was contingently liable for $6.3 million of standby letters of credit and $45.8 million of
performance bonds. The performance bonds are collateralized by the standby letters of credit which are collateralized by restricted
cash.

Inflation

Some of the Company’s contracts provide for annual increases in the fixed base fee based upon changes in the regional medical
care component of the Consumer Price Index. In all other contracts that extend beyond one year, the Company utilizes a projection of
the future inflation rate when bidding and negotiating the fixed fee for future years. If the rate of inflation exceeds the levels projected,
the excess costs will be absorbed by the Company. Conversely, the Company will benefit should the actual rate of inflation fall below
he estimate used in the bidding and negotiation process.

Recently Issued Accounting Pronouncements

In June 1998, the FASB issued SFAS No. 133, 4ccounting for Derivative Instruments and Hedging Activities, as amended in June
000 by SFAS No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities, which requires the Company
o recognize all derivatives as assets or liabilities measured at fair value. Changes in fair value are recognized through either earnings
r other comprehensive income dependent on the effectiveness of the hedge instrument. At December 31, 2001, the Company

aintained three interest collar agreements for a notional amount of $24.0 million. Two of the collars expired during 2002. The third
ollar was terminated during 2002 at a cost of approximately $165,000.

On January 1, 2001, the Company adopted SFAS No. 133 and SFAS No. 138 resulting in a charge to other comprehensive income

f approximately $212,000, net of tax, as the cumulative effect of a change in accounting principle representing the fair value of the
ollar agreements on the date of adoption.
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In June 2001, the FASB issued SFAS No. 141, Business Combinations and SFAS No. 142, Goodwill and Other Intangible Assets.
SFAS No. 141 requires that the purchase method of accounting be used for all business combinations initiated after June 30, 2001.
SFAS No. 141 also specifies criteria which intangible assets acquired in purchase method business combinations after June 30, 2001
must meet to be recognized and reported apart from goodwill. SFAS No. 142 addresses the initial recognition and measurement of
intangible assets acquired outside of a business combination and the accounting for goodwill and other intangible assets subsequent to
their acquisition. SFAS No. 142 requires that intangible assets with finite useful lives be amortized, and that goodwill and intangible
assets with indefinite lives no longer be amortized, but instead be tested for impairment at least annually.

The Company adopted SFAS No. 141 on July 1, 2001. Such adoption had no effect on the Company’s financial position or results
of operations. The Company adopted SFAS No. 142 effective January 1, 2002, at which time the amortization of the Company’s
existing goodwill ceased. Other than the effect on net income of not amortizing goodwill, the adoption of SFAS No. 142 had no effect
on the Company’s results of operations or financial position. Amortization expense related to goodwill for the years ended
December 31, 2001 and 2000 was approximately $2.9 million and $2.7 million, respectively.

In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. SFAS No.
144 supercedes SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed of
and resolves significant implementation issues that had evolved since the issuance of SFAS No. 121. SFAS No. 144 established a
single accounting model for long-lived assets to be disposed of by sale or abandonment. Additionally, SFAS No. 144 expanded the
scope of financial accounting and reporting of discontinued operations previously addressed in APB No. 30 to require that all
components of an entity that have either been disposed of (by sale, by abandonment, or in a distribution to owners) or are held for sale
and whose operations and cash flows can be clearly distinguished, operationally and for financial reporting purposes from the rest of
the entity, should be presented as discontinued operations. SFAS No. 144 is effective for financial statements issued for fiscal years
beginning after December 15, 2001. The provisions for presenting the components of an entity as discontinued operations are
effective only for disposal activities after the effective date of SFAS No. 144. The Company adopted the provisions of SFAS No. 144
effective January 1, 2002. Pursuant to SFAS No. 144, each of the Company’s contracts is a component of an entity, whose operations
can be distinguished from the rest of the Company. Therefore, when a contract terminates, by expiration or otherwise, the contract’s
operations generally will be eliminated from the ongoing operations of the Company and classified as discontinued operations.
Accordingly, the operations of such contracts, that expired during 2002, net of applicable income taxes, have been presented as
discontinued operations and prior period Consolidated Statements of Operations have been reclassified. See Note 5 to the Company’s
consolidated financial statements for further discussion of discontinued operations.

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB Statement
No. 13, and Technical Corrections. SFAS No.145 rescinds SFAS No. 4, Reporting Gains and Losses from Extinguishment of Debt,
which required all gains and losses from extinguishment of debt to be aggregated and, if material, classified as an extraordinary item,
net of the related income tax effect. As a result, the criteria in APB No. 30, Reporting the Results of Operations-Reporting the Effects
of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions, will now
be used to classify those gains and losses. The provisions of SFAS No. 145 are effective for financial statements issued for fiscal
years beginning after May 15, 2002, and interim periods within those fiscal years; however, early adoption is encouraged.

As discussed above, on October 31, 2002, the Company replaced its prior credit facility with a new credit facility issued by
CapitalSource Finance LLC. As a result of the transaction, the Company wrote off the deferred loan costs associated with its prior
credit facility. The Company elected early adoption of the provisions of SFAS No. 145 effective January 1, 2002. Under the
provisions of SFAS No. 145, the expense resulting from the early termination of the Company’s prior credit facility, primarily
consisting of the write off of the associated deferred loan costs, has been classified as a component of pre-tax income from continuing
operations during 2002 versus the extraordinary item classification that would have been required prior to SFAS No. 1435,
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Market risk represents the risk of loss that may impact the consolidated financial statements of the Company due to adverse
changes in financial market prices and rates. Prior to October 31, 2002, the Company’s exposure to market risk was primarily related
to changes in the variable interest rate under the Prior Credit Facility. The Prior Credit Facility carried an interest rate based on the
Bank of America, N.A. prime rate. Beginning October 31, 2002, the Company’s exposure to market risk is primarily related to
changes in the variable interest rate under the CapitalSource Credit Facility. The CapitalSource Credit Facility carries an interest rate
based on the Citibank N.A. prime rate; therefore the Company’s cash flow may be affected by changes in the prime rate. For
example, a hypothetical 10% change in the underlying prime rates would have increased or decreased interest expense paid under the
credit facilities by approximately $350,000 for the year ended December 31, 2002. Interest expense represents 1.2% of the
Company’s revenues for each of 2002 and 2001. Debt of $46.0 million at December 31, 2002 represents 26.8% of the Company’s
total liabilities and stockholders’ equity.

Item 8. Financial Statements and Supplementary Data

The Company’s Consolidated Financial Statements, together with the report thereon of Emst & Young LLP, dated February 18,
2003, begin on page F-1 of this Report.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

There are no disagreements with accountants on accounting and financial disclosure required to be reported in this annual report
pursuant to Jtem 304 of Regulation S-K.
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PART IHX
Item 10. Directors and Executive Officers of the Registrant
For information regarding the Directors and Executive Officers of the Company, the heading “Information as to Directors,
Nominees and Executive Officers” and the subsection “Compliance with Section 16(a) of the Securities Exchange Act” under the
heading “Additional Information” in the Company’s Proxy Statement for its 2003 Annual Meeting of Stockholders to be held on June
12, 2003 (the “Company’s 2003 Proxy Statement™) and the accompanying text are incorporated herein by reference.

America Service Group Code Of Ethics

America Service Group has a Business Ethics Policy that applies to all its employees, including senior executives. This ethics
policy may be viewed on the Company’s web site at www.asgr.com. Any changes to this policy will be reflected in the web site.

Ttem 11. Executive Compensation

The subsections under the heading “Information as to Directors, Nominees and Executive Officers” entitled “Committees and
Meetings” and ““‘Compensation of Directors” and the heading entitled “Executive Compensation” in the Company’s 2003 Proxy
Statement and the accompanying text are incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management

The headings “Security Ownership of Directors and Officers” and “Principal Stockholders™ in the Company’s 2003 Proxy
Statement and the accompanying text are incorporated herein by reference.

Equity Compensation Plan Information

The following table gives information about our common stock that may be issued upon the exercise of options, warrants and
rights under all of our existing equity compensation plans as of December 31, 2002, including Amended and Restated Incentive Stock
Plan and 1999 Incentive Stock Plan.

Number of securities to Number of securities
be issued upon exercise Weighted-average exercise remaining available for future
of outstanding options, price of outstanding options, issuance under equity
Plan Category warrants and rights warrants and rights compensation plans
Equity compensation plans approved by
security holders (1) 1,175,000 $14.43 31,000
Equity compensation plans not approved by
security holders (2) 235,000 8.37 0
Total 1,410,000 $13.48 31,000

(1) Includes the Amended and Restated Incentive Stock Plan and the America Service Group Inc. 1999 Incentive Stock Plan. For a description of these
plans, see Note 15 to the Consolidated Financial Statements.

(2) Represents options to purchase shares of the Company’s common stock granted to certain members of executive management. These options are not

included in either of the plans referenced above in note (1). The exercise price of these options equals the fair market value of the Company’s common
stock at the date of grant. The options expire ten years from the date of grant.

24



Item 13. Certain Relationships and Related Transactions

The heading “Certain Transactions” in the Company’s 2003 Proxy Statement and the accompanying text is incorporated herein by
reference.

Item 14. Controls and Procedures

Disclosure controls and procedures are the Company’s controls and other procedures that are designed to ensure that information
required to be disclosed in the reports that the Company files or submits under the Securities Exchange Act of 1934, as amended, (the
“Exchange Act”) is recorded, processed, summarized and reported, within the time periods specified in the SEC’s rules and forms.
Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure that information required
to be disclosed in the reports that the Company files under the Exchange Act is accumulated and communicated to management,
including the Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding required
disclosure.

Within the 90 days prior to this report, the Company evaluated under the supervision and with the participation of management,
including the Chief Executive Officer and Chief Financial Officer, the effectiveness of the design and operation of the Company’s
disclosure controls and procedures, pursuant to Exchange Act Rule 13a-14 and Rule 13a-15. Based upon that evaluation, the Chief
Executive Officer and Chief Financial Officer concluded that the Company’s disclosure controls and procedures are effective in
timely alerting them to material information that is required to be included in the Company’s periodic SEC filings. There have been
no significant changes in the Company’s internal controls or in other factors that could significantly affect these controls subsequent to
the date of this evaluation.
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PART IV
Btem 15. Exhibits, Financial Statement Schedule, and Reports on Form 8-K
(a) (1) Financial Statements
Listed on the Index to the Consolidated Financial Statements and Schedule on page F-1 of this Report.
(2) Financial Statement Schedule

Listed on the Index to the Consolidated Financial Statements and Schedule on page F-1 of this Report.

(3) Exhibits

Exhibit Description
2.1 Securities Purchase Agreement, dated as of January 26, 1999, among the Company, Health
Care Capital Partners L.P. and Health Care Executive Partners L.P. (incorporated herein by
reference to Exhibit 99.2 to the Company’s Current Report on Form 8-K filed on February 10,
1999).

Amended and Restated Certificate of Incorporation of America Service Group Inc.
(incorporated herein by reference to Exhibit 3.1 to the Company s Quarterly Report on 10-Q for
the three month period ended June 30, 2002).

Amended and Restated Bylaws of America Service Group Inc. (incorporated herein by
reference to Exhibit 3.2 to the Company s Quarterly Report on 10-Q for the three-month
period ended June 30, 2002).

Specimen Common Stock Certificate (incorporated by reference to Exhibit 4.1 to the
Company s Quarterly Report on 10-Q for the three-month period ended June 30, 2002)

10.1 —  Registration Rights Agreement, dated as of January 26, 1999, among the Company, Health
Care Capital Partners L.P. and Health Care Executive Partners L.P. (incorporated herein by
reference to Exhibit 99.8 to the Company’s Current Report on Form 8-K filed on February 10,

1999).
10.2 — Not used.
10.3 —  America Service Group Inc. 401(k) Savings Plan, 2002 Amendment and Restatement.
10.4 — Asset Purchase Agreement, dated as of March 29, 2000, between the Company and Correctional

Physician Services, Inc., Kenan Umar and Emre Umar, Consent and Agreement, as amended by
Amendment One to Asset Purchase Agreement, dated as of March 29, 2000 (incorporated herein
by reference to Exhibit 2.8 to the Company’s Annual Report on Form 10-K for the year ended
December 31, 2000).

10.5 — Stock Purchase Agreement, dated as of April 24, 2000, between the Company and the Shareholders
of Correctional Health Services, Inc. (incorporated herein by reference to Exhibit 99.1 to the
Company’s Current Report on Form 8-k filed on July 14, 2000).

10.6 —  Asset Purchase Agreement, dated September 20, 2000, by and among Secure Pharmacy Plus, Inc.;
Stadtlander Operating Company L.L.C.; Stadtlander Licensing Company, LLC; Stadtlander Drug
of California, LP and Stadtlander Drug of Hawaii, LP (incorporated herein by reference to Exhibit 99.1
to the Company’s Current Report on Form 8-k filed on October 4, 2000).

10.7 — Amended and Restated Employment Agreement, dated September 1, 1998, between Michael
Catalano and the Company (incorporated by reference to Exhibit 10.1 to the Company’s
Quarterly Report on Form 10-Q for the three month period ending September 31, 1998).*

10.8 —  Non-Qualified Stock Option between the Company and Michael Catalano, dated July 12, 1996.*
109 -~ Employment Agreement, dated February 12, 1998, between Gerard F. Boyle and the Company.*
10.10 —  Non-Qualified Stock Option between the Company and Gerard F. Boyle, dated February 12, 1998.*
10.11 — Lease by and between Principal Mutual Life Insurance Company and America Service Group

Inc. dated September 6, 1996.
10.12 —  Amended and Restated Incentive Stock Plan of the Company.
10.13 —  America Service Group Inc. 1999 Incentive Stock Plan (incorporated by reference to Annex B

to the Company’s definitive Proxy Statement for its Annual Meeting of Stockholders held
on August 30, 1999, which definitive Proxy Statement was filed on July 28, 1999).*
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10.14

10.15

10.16

99.1

99.2

Contract between the Company and Healthprojects, LLC dated September 17, 2001, to perform
services as directed by ASG management (incorporated herein by reference to Exhibit 10.4 to the
Company’s Quarterly Report on Form 10-Q for the three-month period ended September 30, 2001).

Employment Agreement, dated October 15, 2001, with Michael W. Taylor as Senior Vice President
and Chief Financial Officer of the Company (incorporated herein by reference to Exhibit 10.5 to the
Company’s Quarterly Report on Form 10-Q for the three-month period ended September 30, 2001).*
Revolving Credit, Term Loan and Security Agreement, dated as of October 31, 2002, between the
Company and CapitalSource Finance LLC . (incorporated herein by reference to Exhibit 10.1 to the
Company s Quarterly Report on 10-Q for the three month period ended June 30, 2002).

Computation of Per Share Earnings.**

Subsidiaries of the Company.

Consent of Ernst & Young LLP.

Certification of the Chief Executive Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.

Certification of the Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.

*  Management contract, compensatory plan or arrangement.

** Data required by SFAS No. 128, Earnings Per Share, is provided in note 17 to the consolidated financial statements in this report.

(b) Reports on Form 8-K
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registration has duly caused this
report to be signed on behalf of the undersigned, thereunto duly authorized, on March 31, 2003.

AMERICA SERVICE GROUP INC.

By: /s MICHAEL CATALANO
Michael Catalano
Chairman, President and
Chief Executive Officer

Pursuant to the Requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons
in the capacities indicated on March 31, 2003.

Signatures Title
/s MICHAEL CATALANO Chairman, President and Chief Executive Officer
Michael Catalano (Principal Executive Officer)
/s/ MICHAEL W. TAYLOR Senior Viee President and Chief Financial Officer
Michael W. Taylor (Principal Financial and Accounting Officer)
/s/ WILLIAM D. EBERLE Director

William D. Eberle

/s/ BURTON C. EINSPRUCH Director
Burton C. Einspruch

/s/ CAROL R. GOLDBERG Director
Caro! R. Goldberg

/s/ RICHARD M. MASTALER Director
Richard M. Mastaler

/s/ WILLIAM C. STAPLETON Director
William C. Stapleton

/s/ RICHARD D. WRIGHT Vice Chairman of Operations and Director
Richard D. Wright
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CERTIFICATIONS

I, Michael Catalano, certify that:

1.

2.

I have reviewed this annual report on Form 10-K of America Service Group Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

Based on my knowledge, the financial statements and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) Designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the “Evaluation Date”); and

¢) Presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies in the design or operation of internal controls which could adversely affect the
registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant’s auditors any material weaknesses in internal controls; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal controls; and

The registrant’s other certifying officers and I have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant
deficiencies and material weaknesses.

Date: March 31, 2003

/s/ Michael Catalano

Name: Michael Catalano

Title:  Chairman, President and
Chief Executive Officer
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I, Michael W. Taylor, certify that:
1. Thave reviewed this annual report on Form 10-K of America Service Group Inc.;

2. Based onmy knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

Based on my knowledge, the financial statements and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and [ are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) Designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the “Evaluation Date”); and

¢) Presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies in the design or operation of internal controls which could adversely affect the
registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant’s auditors any material weaknesses in internal controls; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal controls; and

6. The registrant’s other certifying officers and 1 have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant
deficiencies and material weaknesses.

Date: March 31, 2003

/s/ Michael W, Taylor

Name: Michael W. Taylor

Title:  Senior Vice President and
Chief Financial Officer
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AMERICA SERVICE GROUP INC.

INDEX TO CONSOLIDATED FINANCIAL STATEMENTS AND SCHEDULE
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Financial Statement Schedule
Valuation and Qualifying Accounts and Reserves (Schedule 1I) for the years ended December 31,
2002, 2001 and 2000

All other schedules are omitted as the required information is inapplicable or is presented in the Company’s Consolidated
Financial Statements or the Notes thereto.
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REPORT OF INDEPENDENT AUDITORS

Board of Directors and Stockholders
America Service Group Inc.

We have audited the accompanying consolidated balance sheets of America Service Group Inc. as of December 31, 2002 and
2001, and the related consolidated statements of operations, changes in stockholders’ equity (deficit), and cash flows for each of the
three years in the period ended December 31, 2002. Our audits also included the financial statement schedule listed in the Index at
Item 15(a). These financial statements and schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial position
of America Service Group Inc. at December 31, 2002 and 2001, and the consolidated results of its operations and its cash flows for
each of the three years in the period ended December 31, 2002, in conformity with accounting principles generally accepted in the
United States. Also, in our opinion, the related financial statement schedule, when considered in relation to the basic financial
statements taken as a whole, presents fairly, in all material respects the information set forth therein.

As described in Note 2 to the consolidated financial statements, effective January 1, 2002, America Service Group Inc. changed its
method of accounting for goodwill. In addition, as described in Notes 2 and 5 to the consolidated financial statements, effective
January 1, 2002, America Service Group Inc. changed its method of accounting for certain dispositions of assets and terminations and
expirations of contracts.

As described in Note 2 to the consolidated financial statements, effective January 1, 2001, America Service Group Inc. changed its
method of accounting for derivative financial instruments.

/s/ ERNST & YOUNG LLP

Nashville, Tennessee
February 18, 2003
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AMERICA SERVICE GROUP INC.

CONSOLIDATED BALANCE SHEETS

December 31,

2002 2001
(shown in 000’s except share
ASSETS and per share amounts)
Current assets:
Cash and cash equivalents $ 3,770 § 10,382
RESEICLEA CABN 1.vivvit ittt et eb et ebs bt e s te st ebeereeae st st eben b eans 6,250 —
Accounts receivable: healthcare and other, less allowances of $327 and $344, respectively .. 72,477 64,691
IIIVRIIEOTIES 1t vvvieeieri vt cetetescbecesteae s esess e sesseses s eaesteb s saees s esa e s s aaesasseaesbebesa st ab et s b esbsbeseab et e s s ea b ebbasebassebasba b ane et ianssenenes 6,390 7,747
Prepaid expenses and Other CUITENT @SSEES ...c.cvuiieriiiririeiierirtcente e es e seerese et seeescensese st eeebe s s asetnsranesess e seneresnaranas 13,100 9,070
Total current assets......cccceveverneirecrnnen 101,987 91,890
Property and equipment, net 6,240 7,827
GOOAWIIL, MEL ittt ettt er et es et b e bbb e ebe b e s e b b as bt e e ebed e s eas e des s e s esesaebdae s b ebesasas b b e s banetaastebesanseabaesenee 43,896 43,896
Contracts, net............ 12,048 13,912
OTher IMEANZIDIES, MEL....v ittt s s b et et e st e s te e are s et ane e eb s e s esb s bt e estabese st enssensanns 1,483 1,683
OTRET ASSELS 1.vvvvresiesictvesssasseasiiissiseesebess s e ss s as et ansee st ses s et b s ss e ss 4 se e e bt e et esseb et s bes s e e et e et eee st st sans e 5,852 1,172
TOUAL @SSCLS 1.vueuierieiseeretesiete et ettt es et iaaeebes e bt es et et as e ebe bt asaea et a b et e st e ket e b b s es Rt te b enes s s dan s ah e s b ea s ettt te st eseas et atbsaesanns $ 171,506  § 160,380
LIABILITIES AND STOCKHOLDERS’ EQUITY (DEFICIT)
Current liabilities:
ACCOUNTS PAYADIE ...ttt ettt et b s sttt sttt ot s bbbt et b st s s $ 40,892 § 31,159
Medical Claims HADIHTY ...voeveirrrieriienive e rcrrie et s s et r s ases s ens e s st aseseansansenres e sasseresarasassans 13,697 15,238
ACCTUSHA EXPENSES ...everrinetiieteeeiries et ceteeateeesese st et aseiesaae et tebet e es e saba b e e s eae s ea ek s ts st s st eanecan st st etk et besabebancsersaes 33,482 30,148
Deferred revenue......oocoeeverieeeeencne, 6,203 4,161
Current portion of loss contract reserve 3,306 4,310
Current portion of IONZ-tErM AEBL.....c.voiiiii et e 1,667 10,700
Revolving credit facility classified as current (S8 NOtE 11)..c.civmiriioricorinincrcenrcrrcr e 41,135 —
Total current Habilities ....cooovvivvvieviiiircr e 140,382 95,716
Noncurrent portion of accrued expenses ... 7,924 6,810
Noncurrent portion of loss contract reserve 5,681 14,008
Long-term debt, net of current portion .... 3,194 47,400
TOLA] HADTILIES ©1v.vveevveviosieseeseeseesseteeess e ss s cose e e es st en s e ss st es st se e se s s s sassees st en s e e e enseens 157,181 163,934
Commitments and contingencies
Stockholders’ equity (deficit)
Common stock, $.01 par value, 10,000,000 shares authorized; 6,122,000 and

5,437,000 shares issued and outstanding at December 31, 2002 and 2001,

TESPECTIVETY ...cieti ettt ettt st cs s e st ee e ek en e s e e s e s e ee Rttt 61 54
Additional paid-in capital ... 36,561 31,377
StoCKhOIAErs” NOTES TECEIVADIE .ovvioviiriiiiicrctice ettt b s bbb s e s eebe s mbesbe e cenbennenns (1,241) (1,383)
Accumulated Other COMPIENENSIVE LOSS ....vrvirr et vttt et et er s aesbaeb s e bes s eebesre et ansanespaberas — (645)
ACCUMUIATED AETTCIE ..ottt eb 2 es e ettt ea et e ettt ettt en e eresenene e es (21,056) (32,957)

Total Stockholders’ €qUIty (AefICit) e .. iiuiiiiiiiiiinscereiseese s asc st e rasss e b sbs st sea s s s s s s s b ssas s 14,325 (3,554)
Total labilities and stockholders’ equity (AEFICIL) .. et e b s s e s $ 171,506 $ 160,380

The accompanying notes to consolidated financial statements are an
integral part of these balance sheets.
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AMERICA SERVICE GROUP INC,

CONSCLIDATED STATEMENTS OF OPERATEONS

Healthcare revenues ...
Healthcare expenses ....
Charge for loss contracts ...........
Reduction in loss contract reserve
Gross MAFZIN «.cooveveeriicciis s
Selling, general, and administrative expenses ..
Depreciation and amortiZation ........cvererrevremencrerensenenseesessnens
Strategic initiative and SEVerance eXpenses ........ccovcrvrerenrecrevcniine
Income (loss) from operations
THEEIEST, ML vttt iieiiciricntsceecire et st cerecereerrear e ean s aansaannsassaanssanasanrsanrsnns
Charge for early retirement of debt........cc.ccooconiniiiiinnniicen
Income (loss) from continuing operations before income taxes .....
Income tax provision (benefit) ...
Income (loss) from continuing OPETations ........cceeevevcrrerererererereennnens
Income (loss) from discontinued operations, net of taxes ..
NEt INCOME (10SS) vvevverrrieriiveieriirisreceriarsarienriereeescansaseniorenessanereen
Preferred stock dividends ...,

Net income (loss) attributable to common shares..........cccooiernen.

Net income (loss) per common share — basic:
Income (loss) from continuing OPErations ......c..covceeerveerrerercenne
Income (loss) from discontinued operations..........ccccceeccrrceneenn.

Net income (loss)

Net income (loss) per common share — diluted:
Income (loss) from continuing operations ..o
Income (loss) from discontinued operations..........cco.covvrinniinnne

Net income (loss)

Weighted average common shares outstanding:

Year Ended December 31,
(shown in 000’s except share and per share amounts)
2002 2001 2000
$ 481,540 $ 458,515 S 306,775
452,310 443,508 278,917
— 18,318 —
3,320 — —
32,550 (3,311) 27,858
14,411 19,063 13,838
4,749 7,442 5,896
— 2,562 —
13,390 (32,378) 8,124
5,825 5,713 4,077
726 — —
6,839 (38,091) 4,047
365 (1,852) 1,798
6,474 (36,239) 2,249
5,427 (8,604) 5,558
11,901 (44,843) 7,807
— 163 648
$ 11,901 $ (45,006) ) 7,159
$ 1.15 $ (6.88) $ 0.42
0.97 (1.62) 1.44
$ 212 $ (8.50) $ 1.86
$ 1.13 $ (6.88) $ 0.40
0.95 (1.62) 1.00
$ 2.08 $ (8.50) $ 1.40
5,603,000 5,292,000 3,854,000
5,718,000 5,292,000 5,587,000

The accompanying notes to consolidated financial statements are an
integral part of these statements.
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AMERICA SERVICE GROUP INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2002 2001 2000
(Amounts shown in 000’s)

QOperating Activities
NETINCOMIE (LOSS) 1uvevieriereirrieriererererestnaesesiesesesoseeeresersssrscsscnsssereenasessstasesetesesssessasnsiaseentararasasasarnsens $ 11,901 $ (44,843) S 7,807
Adjustments to reconcile net income (loss) to net cash provided by

operating activities:

Depreciation and GmMOTIZALION .....o.ccervierierierrcninereeercereeeniesricotssesertssesesraneresssenesessesseensianmiensacssecens 4,813 7,535 5,962
FINance COSt AMOITIZATION 1.viiviivieeriireieitiest it eteestestestesraesesraeseeserasseeteiesesaessassessessessestassenrasnsesenssens 1,010 952 232
Charge for early retirement of debt.......c.ocoviiiiiiiii e 726 — —
Impairment of long-lived assets.......... . — 13,236 —
Charge for (reduction in) loss contracts..... . (3,320) 18,318 —
Interest on stockholders’ NOtes reCeIVabIE .......ccov et a7 (80) (61)
Other comprehensive income charged to INtErest EXPENSE........coceririercorrcnrnrieremriiiieeiereeerceens 645 — —
Deferred income taX PrOVISION. ....covocerierririeirieiesiaesrarnres st e rere s ns s sesbcescterecasssesransssssasenbsseesseas — 817 1,464
Changes in operating assets and liabilities, net of effects
of acquisitions:
ACCOUNES TECRIVADIE ..vevvreieiiiie ettt e se s s s ebecen s ns s s s s aresasasteseastconscsensatasasarenes (8,014) (638) (22,397
INVENtOTIES ..ccvvviceeece e 1,356 (250) —
Prepaid expenses and other current assets .. . (4,029) (5,557) 2,533
OTNET BSSBLS .. veeereeerrerereere ettt d e st b a b eae et e et ot ee s b e bbbt can et eneten (4,707) (27) 4
ACCOUNES PAYADLE ...ttt cars st e etese s s e et e e asa s s esce s e b bebsb st canecenssarasanneeenen 9,733 9,495 9,481
Medical claims liability... (1,541) 3,953 —
Accrued expenses..... . 4,766 5,617 2,412
DEfeITed FEVENUE ..ottt ea et e sttt ettr sttt tes e et ssaeeeresanessaessaeseaeseans 2,042 2,520 750
LLOSS CONITACE TESEIVE....evcarierererieivectinetcrscerecereserenenseseaceescenreeuesese e ransienssesreesrneas (6,011) — —
Net cash provided by operating activities 9,293 11,048 8,187
Investing Activities
Cash paid for acquisitions, net of cash acqUIred......c.cvcovrcrrcirineinie s — — (38,669)
Capital EXPEIAITUIES . ..o ettt et b st eb e (1,246) (1,867) (3,089)
Net cash used In INVESHNG ACHVITIES ...eouvieeiiiricnieie it ebcas (1,246) (1,867) (41,758)
Financing Activities
Net borrowings (payments) on previous line of credit facility . (58,100) 1,300 31,300
Net borrowings on new line of credit facility .........c..cccen.e. . 45,996 — —
FINance COSLS ...cvoiiimmiinriereeriarianieeeenecneisavsnene s (1,626) (1,006) (751)
Restricted cash used to collateralize letters of credit.................. (6,250) — —
Payment of mandatory redeemable preferred stock dividends... . — (61) (468)
Proceeds from stockholders’ notes receivable............ce..... . 219 81 —
Issuance of common Stock ......ccovrvevrerenns . 3,990 35 653
Exercise of StOCK OPLIONS ...ttt et . 1,112 596 2,649
Net cash provided by (used in) financing aCtiVIties .......occccvivvierercercncricrrecnreneeneere e (14,659) 945 33,383
Net increase (decrease) in cash and cash eqUIvalEnEs..........cocoriiriieviicriccnc e (6,612) 10,126 (188)
Cash and cash equivalents at beginning of YEar......cc.cccvoviiiiiniiinircrcnine et cores 10,382 256 444
Cash and cash equivalents at end O AT .....ovviieeieere et es ) 3,770 $ 10,382 $ 256
Supplemental Cash Flow Information
Cash PaLd fOF INEETESE ...eviiiereiiei e et ettt e te e sae et bes st e st eb ceasannscenean $ 3,834 $ 5,194 $ 3,423
Cash paid fOr COME LAXES ... vviirieieccci e $ 279 8 1948 8§ 4,870
Noncash Transactions
Conversion of mandatory redeemable preferred stock to common Stock......c.covcrvcncniniiniinennee 3 — $ 12,500 $ —_
Issuance of common stock under incentive plan for stockholders’
N0tES TEOEIVADIE ......cuiiiiiiiiiiiii e b 3 — $ — $ 263

The accompanying notes to consolidated financial statements are an
integral part of these statements..
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AMERICA SERVICE GROUP INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2002
(shown in 000°s except inmate, share and per share amounts)

1. Description of Business .

America Service Group Inc. (“ASG” or the “Company™) and its consolidated subsidiaries provide managed healthcare
services to correctional facilities under capitated contracts (with certain adjustments) with state and local governments, certain
private entities and medical facilities operated by the Department of the Navy and Veterans Administration. The health status of
inmates impacts the results of operations under such contractual arrangements.

2. Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries, Prison Health
Services, Inc. (“PHS”), EMSA Correctional Care, Inc. and EMSA Military Services, Inc., Correctional Health Services, Inc.
{“CHS”) and Secure Pharmacy Plus, Inc. (“SPP”). All significant intercompany accounts and transactions have been eliminated
in consolidation.

Use of Estimates

The preparation of the consolidated financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect the amounts reported in the consolidated
financial statements and accompanying notes. Actual results could differ from those estimates. Estimates are used primarily in
the recording of the accruals of unbilled medical services calculated based upon a claims payment lag methodology, loss contract
reserves and professional and general liability claims. The claims payment lag methodology utilized for recording amounts for
unbilled medical claims is based upon historical payment patterns using actual utilization data including hospitalization, one day
surgeries, physician visits and emergency room and ambulance visits and their corresponding costs. Estimates change as new
events occur, more experience 1s acquired, or additional information is obtained. A change in an estimate is accounted for in the
period of change (see section entitled Amortization and Impairment of Contract and Other Intangibles of this Note and Note 6).

Fair Value of Financial Instruments

The carrying amounts of the Company’s financial instruments reported in the Consolidated Balance Sheets, consisting of
cash and cash equivalents, accounts receivable, accounts payable, accrued liabilities and long-term debt, approximate their fair
values.

Revenue and Cost Recognition

The Company engages principally in fixed price contracts with correctional institutions adjusted for census fluctuations.
Such contracts typically have a term of one to three years with subsequent renewal options. Revenues earned under contracts
with correctional institutions are recognized in the period that services are rendered. Cash received in advance for future services
is recorded as deferred revenue and recognized as income when the service is performed.

Revenues are calculated based on the specific contract terms and fall into one of three general categories: fixed fee,
population based, or cost plus. For fixed fee contracts, revenues are recorded based on fixed monthly amounts established in the
service contract. Revenue for population based contracts is calculated either as a fixed fee adjusted using a per diem rate for
variances in the inmate population from predetermined population levels or by a per diem rate times the average inmate
population for the period of service. For cost plus contracts, revenues are calculated based on actual expenses incurred during
the service period plus a contractual margin. Under all contracts, the Company records revenues net of any estimated contractual
allowances for potential adjustments resulting from performance or staffing related criteria, as well as the impact of any risk
sharing arrangements, on an accrual basis in the period the services are provided. If necessary, the Company revises its
estimates for such adjustments in future periods when the actual amount of the adjustment is determined.



Revenues for the distribution of pharmaceutical and medical supplies are recognized upon delivery of the related products.

Healthcare expenses include the compensation of physicians, nurses and other healthcare professionals including any related
benefits and all other direct costs of providing the managed care. The cost of healthcare services provided or contracted for are
recognized in the period in which they are provided based in part on estimates, including an accrual for unbilled medical services
rendered through the balance sheet dates based upon a claims payment lag methodology. Additionally, reserves have been
recorded for certain reported and unreported professional and general liability claims associated with the delivery of medical
services and included in accrued expenses and noncurrent portion of accrued expenses on the accompanying Consolidated
Balance Sheets.

The Company accrues losses under its fixed price contracts when it is probable that a loss has been incurred (i.e., expected
future healthcare costs and maintenance costs will exceed anticipated future revenue and stop-loss insurance recoveries if
material) and the amount of the loss can be reasonably estimated. The Company performs this loss accrual analysis on a specific
contract basis (see Note 4).

.

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand, demand deposits, money market funds and investments with original
maturities of three months or less when purchased. The Company maintains its cash and cash equivalent balances primarily with
one high credit quality financial institution. The Company manages its credit exposure by placing its investments in high quality
securities and by periodically evaluating the relative credit standing of the financial institution.

Restricted Cash

Restricted cash represents cash used to collateralize outstanding letters of credit which collateralize certain performance
bonds.

Accounts Receivable

Accounts receivable represent amounts due from state and local governments and certain private entities for healthcare
services provided by the Company and pharmaceutical sales of the Company. Accounts receivable are stated at estimated net
realizable value.
Inventories

Pharmacy and medical supplies inventories are stated at the lower of cost (first-in, first-out method) or market.
Property and Equipment

Property and equipment are recorded at cost and depreciated on a straight-line basis over the estimated useful lives of the
assets. Expenditures for maintenance and repairs are charged to expense as incurred, whereas expenditures for improvements

and replacements are capitalized. The cost and accumulated depreciation of assets sold or otherwise disposed of are removed
from the accounts and the resulting gain or loss is reflected in the Consolidated Statements of Operations.




Amortization and Impairment of Goodwill

The Company adopted Statement of Financial Accounting Standards (“SFAS”) No. 142, Goodwill and Other Intangible
Assets on January 1, 2002, at which time it ceased amortization of goodwill. In accordance with SFAS No. 142, goodwill
acquired is reviewed for impairment on an annual basis or more frequently whenever events or circumstances indicate that the
carrying value may not be recoverable. Important factors taken into consideration when evaluating the need for an impairment
review include the following:

e significant underperformance or loss of key contracts acquired in an acquisition relative to expected historical or
projected future operating results;

e significant changes in the manner of use of the Company’s acquired assets or in the Company’s overall business
strategy; and

e significant negative industry or economic trends.

When the Company determines that the carrying value of goodwill may be impaired based upon the existence of one or more
of the above indicators of impairment or as a result of its annual impairment review, any impairment is measured using a fair-
value-based goodwill impairment test as required under the provisions of SFAS No. 142. Fair value is the amount at which the
asset could be bought or sold in a current transaction between willing parties and may be estimated using a number of
techniques, including quoted market prices or valuations by third parties, present value techniques based on estimates of cash
flows, or multiples of earnings or revenues performance measures. The fair value of the asset could be different using different
estimates and assumptions in these valuation techniques.

Based on the results of its annual review for 2002, management has determined that goodwill is not impaired as of December
31,2002. Future events could cause the Company to conclude that impairment indicators exist and that goodwill associated
with its acquired businesses is impaired. Any resulting impairment loss could have a material adverse impact on the Company’s
financial condition and results of operations.

During 2001 and 2000, goodwill amortization expense of $2,853 and $2,658, respectively, was computed using the straight-
line method over 20 years.

Amortization and Impairment of Contract and Other Intangibles

The Company periodically evaluates the carrying value of its contract and other intangibles when events and circumstances
warrant, generally in conjunction with the annual business planning cycle. If the carrying value of the evaluated asset is
considered impaired, a loss is recognized based on the amount by which the carrying value exceeds the fair market. Fair market
value is determined primarily using the anticipated cash flows discounted at a rate commensurate with the risk involved.

The Company amortizes its contract intangibles on a straight-line basis over their estimated useful life. Contract amortization
expense totaled $1,864, $1,749 and $1,405 for 2002, 2001 and 2000, respectively. The estimated useful life of the Company’s
contract intangibles is determined by an independent appraisal at the time of the acquisition. Subsequent to the acquisition, the
Company evaluates the estimated remaining useful life of its contract intangibles on at least a quarterly basis, taking into account
new facts and circumstances related to its retention rate for acquired contracts. If such facts and circumstances indicate the
current estimated life is no longer reasonable, the Company adjusts the estimated useful life on a prospective basis. For periods
prior to July 1, 2002, the estimated useful life of the Company’s contract intangibles was 20 years. In the third quarter of 2002,
the Company revised the estimated life of the contract intangibles, acquired in its 1999 acquisition of EMSA Government
Services, Inc., from 20 years to 10 years. The revised life impacted contract intangibles with a gross value of $11,200 and
resulted in an increase to amortization of $434, or $0.08 per fully diluted share, for the year ended December 31, 2002. On a
prospective basis, the revised life will result in an increase to annual amortization expense of $867.

Amortization of non-compete agreements is calculated over the term of the related agreements (2 to 10 years) and
approximates $200, $242 and $317 for the years ended December 31, 2002, 2001 and 2000, respectively.

Other Assets

Other assets at December 31, 2002 include $1,626 of deferred financing costs related to the Company’s new credit facility
executed in October 2002 (see Note 11) and refundable deposits for professional liability insurance. At December 31, 2001,



other assets included $2,276 of deferred financing costs related to the Company’s prior credit facility. The prior credit facility
was repaid and terminated in October of 2002 at which time all remaining deferred financing costs related to the prior credit
facility were written off (see Note 11). Amortization of $1,010, $952 and $232, for the years ended December 31, 2002, 2001
and 2000, respectively, related to the deferred financing costs is computed using the straight-line method over the remaining life
of the respective credit facility and is included in interest expense on the accompanying Consolidated Statements of Operations.
Accumulated amortization as of December 31, 2002 and 2001 was $70 and $1,302, respectively.

Long-Lived Assets

SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, requires the Company consider whether
indicators of impairment of long-lived assets held for use are present. If such indicators are present, the Company determines
whether the sum of the estimated undiscounted future cash flows attributable to such assets is less than their carrying amount,
and if so, recognizes an impairment loss based on the excess of the carrying amount of the assets over their fair value.
Accordingly, management periodically evaluates the ongoing value of property and equipment and intangible assets and
considers events, circumstances and operating results, including consideration of contract performance at the fixed price contract
level, to determine if impairment exists. If long-lived assets are deemed impaired, management adjusts the asset value to fair
value (see Note 5).

Income Taxes

The Company accounts for income taxes under SFAS No. 109, Accounting for Income Taxes. Under the asset and liability
method of SFAS 109, deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax
assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the fiscal years in which those
temporary differences are expected to be recovered or settled. Under SFAS No. 109, the effect on the deferred tax assets and
liabilities of a change in tax rates is recognized in income in the period that includes the enactment date. |

Professional and General Liability Insurance

The Company maintains professional liability insurance on a claims-made basis and assumes certain self-insurance risks
resulting from the use of large deductibles in 2001 and 2000 and the use of an adjustable premium policy in 2002. For 2002 the
Company was covered by a policy with a 42-month retro-premium with adjustment based on actual losses after 42 months. The
Company’s final premium for 2002 will depend on the ultimate losses incurred. Reserves for estimated losses are provided for
on an undiscounted basis in the period of the related coverage based on an independent actuarial analysis. These reserves are ,
monitored for adequacy on a quarterly basis using internal and external evaluations of the merits of the individual claims,
analysis of claim history and the estimated reserves assigned by the Company’s third-party administrator. Any adjustments
resulting from the review are reflected in current earnings.

In addition to its reserves for known claims, the Company maintains a reserve for incurred but not reported claims. The
reserve for incurred but not reported claims is recorded on an undiscounted basis. The Company’s estimates of this reserve are
supported by an independent actuarial analysis which is obtained on a quarterly basis.

Comprehensive Income

Comprehensive income encompasses all changes in stockholders' equity (except those arising from transactions with owners)
and includes net income, unrealized gains or losses on derivatives that qualify as hedges, net unrealized capital gains or losses on
available for sale securities and foreign currency translation adjustments. The Company’s comprehensive income (loss) is
presented in the accompanying Consolidated Statements of Changes in Stockholders’ Equity (Deficit).

Strategic Initiative and Severance Expenses

During 2001, the Company incurred certain strategic initiative expenses. This initiative was discontinued in the third quarter
of 2001. Additionally, during the third quarter of 2001, the Company incurred severance expenses related to staffing reductions.
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Stock Options

The Company has elected to follow Accounting Principles Board Opinion (“APB”) No. 25, Accounting for Stock Issued to
Employees , and related Interpretations in accounting for its employee stock options because the alternative fair value accounting
provided for under SFAS No. 123, Accounting for Stock-Based Compensation, requires use of option valuation models that were
not developed for use in valuing employee stock options. Under APB No. 25, compensation expense is recognized as the
difference between the exercise price of the Company’s employee stock options and the market price of the underlying stock on
the date of grant.

Pro forma information regarding net income and earnings per share is required by SFAS No. 123, which also requires that the
information be determined as if the Company has accounted for its employee stock options granted subsequent to December 31,
1994 under the fair value method of that Statement. The fair value of these options was estimated at the date of grant using a
Black-Scholes option pricing model with the following weighted-average assumptions:

Year Ended December 31,
2002 2001 2000
VOlatilify .ot e 0.8 0.8 0.5
INEEIEST FAE .vievcurieri e cterier e ssn e eneaenna 4-5% 3-4% 6-7%
Expected life (Years) ....coervereceriinenercrionnnenee. 4 3 3
Dividend yields ....ccoooeoiriinricrie s 0.0% 0.0% 0.0%

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded options, which have
no vesting restrictions and are fully transferable. In addition, option valuation models require the input of highly subjective
assumptions including the expected stock price volatility. Because the Company’s employee stock options have characteristics
significantly different from those of traded options, and because changes in the subjective input assumptions can materially
affect the fair value estimate, in management’s opinion, the existing models do not necessarily provide a reliable single measure
of the fair value of its employee stock options.

The following table illustrates the effect on net income (loss) attributable to common shares and income (loss) per common
share as if the Company had applied the fair value recognition provisions of SFAS No. 123 for each of the three years ended
December 31, 2002:;

2002 2001 2000
Income (loss) from continuing operations as reported $6,474 $(36,239) $2,249
Add: Stock based compensation expense, net of tax, included in
reported income (loss) from continuing operations - - -
Deduct: Stock based compensation expense, net of tax, determined
under SFAS 123 (1,817) (1,718) (1,170)
Pro forma income (loss) from continuing operations 4,657 (37,957 1,079
Income (loss) from discontinued operations, net of taxes 5,427 (8,604) 5,558
Pro forma net income (loss) 10,084 (46,561) 6,637
Preferred stock dividends - 163 648
Pro forma net income (loss) attributable to common shares $10,084 $(46,724) $5,989
Pro forma net income (loss) per common share — basic: o
Pro forma income (loss) from continuing operations $0.83 $(7.21) $0.05
Pro forma income (loss) from discontinued operations 0.97 (1.62) 1.44
Pro forma net income (loss) $1.80 $(8.83) $1.49
Pro forma net income (loss) per common share — diluted:
Pro forma income (loss) from continuing operations $0.81 8(7.21) $0.03
Pro forma income (loss) from discontinued operations 0.95 (1.62) 1.00
Pro forma net income (loss) $1.76 $(8.83) $1.03

The resulting pro forma disclosures may not be representative of that to be expected in future years. The weighted average
fair value of options granted during 2002, 2001 and 2000, as determined under the fair value provisions of SFAS No. 123, is
$6.07, $3.74 and $6.88, respectively. The above pro forma adjustments for 2002 and 2001 do not include any offsetting tax
benefits due to the Company’s use of a tax valuation allowance in those years.



Concentration of Credit Risks

The Company’s credit risks relate primarily to cash and cash equivalents, restricted cash, accounts receivable and deposits on
professional liability and other insurance programs. Cash and cash equivalents and restricted cash are primarily held in bank
accounts and overnight investments. The Company’s accounts receivable represent amounts due primarily from governmental
agencies. Deposits on professional liability and other insurance programs represent amounts paid by the Company that are
subject to future refund from the insurance company which provides the coverage. The Company’s financial instruments are
subject to the possibility of loss in carrying value as a result of either the failure of other parties to perform according to their
contractual obligations or changes in market prices that make the instruments less valuable.

Substantially all of the Company’s revenue for the year ended December 31, 2002 relates to amounts earned under contracts
with state and local governments.

Segment Disclosures

SFAS No. 131, Disclosures About Segments of an Enterprise and Related Information, establishes standards for the way that
public business enterprises report information about operating segments in annual and interim financial reports issued to
stockholders. The Company generally views its operating segments on a managed healthcare contract basis. The Company
considers its managed healthcare services contract business to be one reportable segment under SFAS No. 131.

Recently Issued Accounting Pronouncements

In June 1998, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 133, Accounting for Derivative
Instruments and Hedging Activities, as amended in June 2000 by SFAS No. 138, Accounting for Certain Derivative Instruments
and Certain Hedging Activities, which requires the Company to recognize all derivatives as assets or liabilities measured at fair
value. Changes in fair value are recognized through either earnings or other comprehensive income dependent on the
effectiveness of the hedge instrument. At December 31, 2001, the Company maintained three interest collar agreements for a
notional amount of $24,000. Two of these collars expired during 2002. The third collar was terminated during 2002 at a cost of
$16s. ’

On January 1, 2001, the Company adopted SFAS No. 133 and SFAS No. 138 resulting in a charge to other comprehensive
income of approximately $212, net of tax, as the cumulative effect of a change in accounting principle representing the fair value
of the collar agreements on the date of adoption.

In June 2001, the FASB issued SFAS No. 141, Business Combinations, and SFAS No. 142. SFAS No. 141 requires that the
purchase method of accounting be used for all business combinations initiated after June 30, 2001. SFAS No. 141 also specifies
criteria which intangible assets acquired in purchase method business combinations after June 30, 2001 must meet to be
recognized and reported apart from goodwill. SFAS No. 142 addresses the initial recognition and measurement of intangible
assets acquired outside of a business combination and the accounting for goodwill and other intangible assets subsequent to their
acquisition. SFAS No. 142 requires that intangible assets with finite useful lives be amortized, and that goodwill and intangible
assets with indefinite lives no longer be amortized, but instead be tested for impairment at least annually.

The Company adopted SFAS No. 141 on July 1, 2001." Such adoption had no effect on the Company’s financial position or
results of operations. The Company adopted SFAS No. 142 effective January 1, 2002, at which time the amortization of the
Company’s existing goodwill ceased. Other than the effect on net income of not amortizing goodwill, the adoption of SFAS No.
142 had no effect on the Company’s results of operations or financial position. Amortization expense related to goodwill for the
years ended December 31, 2001 and 2000 was 32,853 and $2,658, respectively.
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The following table reflects unaudited pro forma results of operations of the Company for each of the three years ended
December 31, 2002, giving effect to SFAS No. 142 as if it were adopted on January 1, 2000:

2001 2000
As Pro As Pro
Reported Forma Reported Forma
Income (loss) from continuing operations .......c...covceveerienis § (36,239)  $(33,386) $ 2,249 S 3,897
Income (loss) from discontinued operations, net of taxes ... (8,604) (8,604) 5,558 5,558
Net income (10SS) ...covvverene... (44,843) (41,990) 7,807 9,455
Preferred stock dividends 163 163 648 648
Net income (loss) attributable to common shares................ 3 (45.006) §(42,153) 3 7,159 3 3,807
Net income (loss) per common share - basic:
Income (loss) from continuing operations.................... § (688 § (6.35) § 042 $ 085
Income (loss) from discontinued operations ................. (1.62) (1.62) 144 1.44
Net income (JOSS) ...cioverrvimiirereinric e rrcerecoseee e 5 (850) § (797) 5 1386 $ 229
Net income (loss) per common share — diluted:
Income (loss) from continuing operations........ccoocevcen. $ (688 3 (6.35) § 040 S 058
Income (loss) from discontinued operations .. (1.62) (1.62) 1.00 1.00
Net income (10SS) .ovrvvcerieriirierinre e e 5 (8.50) 3 (797 § 140 S 158

The pro forma adjustment for 2001 do not include any offsetting tax expense due to the Company’s use of a tax valuation
allowance in that year.

In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. SFAS
No. 144 supercedes SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed of and resolves significant implementation issues that had evolved since the issuance of SFAS No. 121. SFAS No. 144
established a single accounting model for long-lived assets to be disposed of by sale or abandonment. Additionally, SFAS No.
144 expanded the scope of financial accounting and reporting of discontinued operations previously addressed in APB No. 30
to require that all components of an entity that have either been disposed of (by sale, by abandonment, or in a distribution to
owners) or are held for sale and whose operations and cash flows can be clearly distinguished, operationally and for financial
reporting purposes from the rest of the entity, should be presented as discontinued operations. SFAS No. 144 is effective for
financial statements issued for fiscal years beginning after December 15, 2001. The provisions for presenting the components of
an entity as discontinued operations are effective only for disposal activities after the effective date of SFAS No. 144, The
Company adopted the provisions of SFAS No. 144 effective January 1, 2002. Pursuant to SFAS No. 144, each of the
Company’s contracts is a component of an entity, whose operations can be distinguished from the rest of the Company.
Therefore, when a contract terminates, by expiration or otherwise, the contract’s operations generally will be eliminated from the
ongoing operations of the Company and classified as discontinued operations. Accordingly, the operations of such contracts,
that expired during 2002, net of applicable income taxes, have been presented as discontinued operations and prior period
Consolidated Statements of Operations have been reclassified. See Note 5 for a further discussion of discontinued operations.

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB
Statement No. 13, and Technical Corrections. SFAS No. 145 rescinds SFAS No. 4, Reporting Gains and Losses from
Extinguishment of Debt, which required all gains and losses from extinguishment of debt to be aggregated and, if material,
classified as an extraordinary item, net of the related income tax effect. As a result, the criteria in APB No. 30, Reporting the
Results of Operations-Reporting the Effects of Disposal of a Segment of a Business, and Extraovdinary, Unusual and
Infrequently Occurring Events and Transactions, will now be used to classify those gains and losses. The provisions of SFAS
No. 145 are effective for financial statements issued for fiscal years beginning after May 15, 2002, and interim periods within
those fiscal years; however, early adoption is encouraged.

As discussed in Note 11, on October 31, 2002, the Company replaced its prior credit facility with a new credit facility issued
by CapitalSource Finance LLC. As a result of the transaction, the Company wrote off the deferred loan costs associated with its
prior credit facility. The Company elected early adoption of the provisions of SFAS No. 145 effective January 1, 2002. Under
the provisions of SFAS No. 145, the expense resulting from the termination of the Company’s prior credit facility, primarily
consisting of the write off of the associated deferred loan costs, has been classified as a component of pre-tax income from
continuing operations during 2002 versus the extraordinary item classification that would have been required prior to SFAS
No. 145.



Reclassifications

Certain prior period amounts have been reclassified in order to conform to current period presentation.

3. Acquisitions
2000 Acquisitions

On September 20, 2000, the Company acquired certain assets of Stadtlanders Corrections Division, a subsidiary of Bergen
Brunswig, Inc. and a pharmacy company, for $7,900 in cash. The pharmacy division is operated as a subsidiary of ASG under
the name SPP. As of the acquisition date, SPP serviced over 300,000 inmates in 41 states. SPP’s sales to PHS are eliminated in
consolidation.

Effective June 1, 2000, the Company acquired the stock of CHS for $16,662 in cash, net of $338 of cash received. As ofthe
acquisition date, CHS serviced nineteen contracts and provided healthcare services to approximately 12,000 inmates.

On March 29, 2000, the Company acquired the Pennsylvania and New York assets of Correctional Physician Services, Inc.
(“CPS”) for $14,000 in cash. CPS assigned its contracts for the Eastern Region of the Pennsylvania Department of Corrections
and the Yonkers Region of the New York Department of Correctional Services to PHS. CPS is a privately held company with
headquarters in Blue Bell, Pennsyivania. Combined, the Pennsylvania and New York operations of CPS provided services to
approximately 21,000 inmates and had approximately $41,000 in revenue during 1999. Approximately $1,800 of the cash
purchase price was placed in escrow for payment of a portion of the seller’s liability under a contract cost sharing provision. In
2001, the liability was paid using the escrowed cash.

The 2000 acquisitions were financed under the Company’s then-existing credit facilities. The acquisitions were accounted
for using the purchase method of accounting and results of operations of the acquired entities or contracts have been included in
the accompanying Consolidated Statements of Operations from the respective acquisition dates.

The 2000 acquisitions are summarized as follows:

Crs CHS SPP Total
Fair value of net operating assets acquired
(liabilities assuUmMed) ....covvevvvenicnceniciincn e, $ (2,200) 8 (600) $ 4,500 § 1,700
Fair value of contracts acquired.......cccccermermrenvnrcen, — 4,000 — 4,000
Non-compete agreements......c.o.coveeccecicrireceneeenmnns — 2,000 — 2,000
GOOAWIHL e 16.200 11.300 3,400 30.900
Cost of acquisitions (net of cash acquired)................ 3 14,000 § 16700 § 7900 § 38,600

4. Charge for Loss Contracts and Reduction In Less Contract Reserve

During 2001, the Company completed a comprehensive review of its portfolio of 145 contracts for the purpose of identifying
loss contracts and developing a contract loss reserve for succeeding years. As a result of this review, the Company identified
five non-cancelable contracts with combined 2001 annual revenues of $59,653 and negative gross margin of $4,714. Based
upon management’s projections, these contracts were expected to continue to incur negative gross margin over their remaining
terms. In December 2001, the Company recorded a charge of $18,318 to establish a reserve for future losses under these non-
cancelable contracts. The five contracts covered by the charge had expiration dates ranging from June 30, 2002 through June 30,
2005. Ninety percent of the charge related to the State of Kansas contract, which expires June 30, 2005, and the City of
Philadelphia contract, which was renewable annually, at the client’s option, through June 30, 2004. The remaining ten percent
of the charge related to the State of Maine contract, which was due to expire June 30, 2002, a county contract that expires on
June 30, 2005 and a county contract that was renewed on more favorable terms on August 15, 2002. Negative gross margin and
overhead costs charged against the loss contract reserve related to these five contracts totaled $6,011 for the year ended
December 31, 2002.

In June 2002, the Company and the City of Philadelphia reached a mutual agreement that the contract between the

Company’s subsidiary and the City of Philadelphia would expire effective June 30, 2002. As a result of the earlier than
anticipated expiration of this loss contract, the Company performed a reassessment of its loss contract reserve requirements.

F-14



This reassessment included a review of management’s projected future losses under the remaining three loss contracts as well as
a comprehensive review of the Company’s portfolio of contracts at June 30, 2002 for the purpose of identifying any additional
loss contracts. No new loss contracts were identified as a result of this review. Based upon the reassessment, the Company
recorded a gain of $3,320, in the second quarter of 2002, to reduce its reserve for loss contracts.

The Company will continue to provide services to the State of Maine under a cost plus a fixed management fee transition
agreement through March 31, 2003. The Company also entered into a transition arrangement with the City of Philadelphia under
which it continued to provide services through September 30, 2002 under modified contract terms. On September 30, 2002, the
Company and the City of Philadelphia entered into a new contract amendment under which the Company will continue to
provide healthcare services to the City of Philadelphia, under modified contract terms, through June 30, 2003.

As of December 31, 2002, the Company had a loss contract reserve totaling $8,987 which relates to two remaining loss
contracts, the State of Kansas contract and a county contract, both of which expire on June 30, 2005.

5. Discontinued Operations
Pursuant to the provisions of SFAS No. 144 and as previously described in Note 2, the Company has classified contracts
which expired during 2002 as discontinued operations. Contracts which expired in periods prior to 2002 are classified as

continuing operations. The components of the income (loss) from discontinued operations are as follows:

Year Ended December 31,

2002 2001 2000
HealthCare reVENUES. ....vvcviiiceeie et $ 78,441  § 93,956 $ 75,171
Healthcare expenses .... 72,950 89,231 65,842
Gross margin....c.....ocoeevvceneens 5,491 4,725 9,329
Depreciation and amortization ........... 64 93 66
Impairment of 1ong-1ived ssets ....c...c.orrerrnrcnnrerinriieiniinres — 13,236 —
Income (loss) from discontinued operations before taxes ..... 5,427 (8,604) 9,263
COME tAX PrOVISION «eviierviivervriesceerrrnesiesnisisseessessarsosessnss s — — 3,705
Income (loss) from discontinued operations, net of taxes ...... $ 5427 3§ (8.,604) § 5,558

During 2001, the Company was notified that another vendor had been selected to negotiate a contract to provide healthcare
services for the Eastern Region of the Pennsylvania Department of Corrections upon the expiration of the Company’s contract
on December 31, 2002. The Company also anticipated that it would cease operations under the contract with the Yonkers Region
of the New York Department of Correctional Services upon the expiration of the Company’s contract on May 31, 2002 as the
healthcare services were to be assumed by the client. These contracts represented substantially all of the operations acquired in
the acquisition of CPS. Given these factors, and in accordance with SFAS No. 121, the Company recorded a non-cash
impairment charge of $13,236 during the second quarter of 2001 representing the excess net goodwill recorded in connection
with the aforementioned acquisition of CPS over the fair value of the two contracts. The Company estimated the fair value of the

contracts by calculating the net present value of estimated cash flows during the remaining term of the contracts adjusted for
certain other factors.

6. Changes in Accounting Estimates

During the second quarter of 2001, the Company recorded a change in accounting estimate charge totaling $6,000 to
strengthen medical claims reserves due to adverse development of prior year medical claims. The portion of this charge that
relates to contracts that will continue beyond December 31, 2002 totals $4,464 and has been included in healthcare expenses on
the accompanying 2001 Consolidated Statement of Operations. The portion of this charge that relates to contracts that expired
during 2002 totals $1,536 and has been included in income (loss) from discontinued operations, net of taxes, on the
accompanying 2001 Consolidated Statement of Operations. The Company operates in an environment that requires the
estimation of healthcare claims that are inherently difficult to estimate and are subject to imprecision. The Company estimates
its accrual for unbilled medical services using a claims payment lag methodology based upon historical payment patterns using
actual utilization data including hospitalization, one-day surgeries, physician visits and emergency room and ambulance visits
and their corresponding costs. The primary estimates used under the Company’s methodology relate primarily to the cost of
unbilled medical service events and the volume of such events for which the Company will be responsible. The Company
estimates the cost of unbilled medical service events by tracking the actual historical event cost rates and using these rates as an
indicator of the cost of unbilled events. The volume and rates of experience of historical reported events are used to estimate the
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volume of unbilled events for which the Company will be responsible. These estimates are subject to change as new events
occur, more experience is acquired, or additional information is obtained.

During the second quarter of 2001, the Company experienced a significant increase in its actual versus expected healthcare
claim payments experience related to claims for events prior to December 31, 2000. As a result of this trend, the Company
engaged an independent actuary to assist in the estimation of its accrual for unbilled medical services as of June 30, 2001. The

Company also performed its own analysis to enhance its own estimation process of the unbilled medical services liability. The
Company then considered the results of its internal analysis and the actuarial analyses as compared to the accrual balance
reported at December 31, 2000. As a result of these analyses, the Company determined that its accrual for unbilled medical
services occurring prior to December 31, 2000 was underestimated by $6,000.

The Company analyzed the $6,000 difference between its original estimate at December 31, 2000 and its revised
December 31, 2000 estimate as of June 30, 2001 and determined that the difference was due to actual medical costs being higher
than estimates of such costs as of December 31, 2000 and actual volume of events to be paid by the Company exceeding the
estimates of such volume as of December 31, 2000. At December 31, 2000, the Company had derived its estimates related to the
cost and volume of events using actual historical cost and volume data, including the most recent data at the end of 2000;
however, due to the addition of new contracts in 2000, for which the actual cost and volume experience became available only
after December 31, 2000, the actual labilities incurred exceeded the estimates that had been derived using historical data.

The Company has historically evaluated, and continues to evaluate, the runoff of prior year claims in order to determine the
accuracy of its estimation process and appropriately adjust the assumptions inherent in the estimation process for changes to its
operating environment and contract portfolio. Differences between the estimated claims liability and the actual claims incurred
are recorded in the period in which such differences become known. Whenever such adjustments are required, the Company
also adjusts the estimates used in its calculation to take into account the negative trend. In 2002 and 2000, the Company
recorded adjustments of $617 and $300, respectively, to its prior year claims liabilities as a result of differences between actual
and estimated claims experience. In addition to its internal process for estimating such liabilities, the Company obtains an
independent actuarial estimation of such liabilities on a periodic basis.

During 2001, the Company also recorded changes in accounting estimate charges of $1,900 for certain legal costs and $400
for various other charges. The legal costs have been included in selling, general and administrative expenses in the
accompanying 2001 Consolidated Statement of Operations. The other charges have been included in healthcare expenses in the
accompanying 2001 Consolidated Statement of Operations. The charge for legal costs was primarily related to the bankruptcy of
insurance carriers that provided malpractice insurance to the Company.

7. Prepaid Expenses and Other Current Assets

Prepaid expenses and other current assets are stated at cost and comprised of the following:

December 31,
2002 2001
Prepaid INSUTANCE .o.cvrvieeiiceirremee oo mrcererereese e renas $ 10,458 S 8,489
Prepaid performance bonds 390 281
Deposit — appeal bond collateral ............co.coicniriniciinconnnns 2,035 —
Prepaid OthET ... coovvirreemreerve i reesericerierncns st 217 300

$ 13,100 S 9,070
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8. Property and Equipment

Property and equipment are stated at cost and comprised of the following:

December 31, Estimated
2002 2001 Useful Lives
Leasehold Improvements.....cc.vcorvecrrnrriencieerccerseenenreernns $ 1,183 § 1,158 5 years
Equipment and furnifure..........cooconerin e 11,327 10,469 5 years
COmMPULET SOFTWATE ..ot 1,404 1,317 3 years
Medical eqUIPIMENt ..ot 2,384 2,155 5 years
AULOTODIIE oot 14 14 5 years
16,312 15,113
Less: Accumulated depreciation ..., (10,072 (7,286)
$ 6,240 $ 7,827

Depreciation expense for the years ended December 31, 2002, 2001 and 2000 was $2,749, $2,691 and $1,563, respectively.
9. Contracts and Other Intangible Assets

The gross and net values of contracts and other intangible assets consist of the following:

December 31,

2002 2001
Contracts:
Gross value S 15,870 $ 15,870
Accumulated amortization (3,822) (1,958)

§ 12,048 $ 13,912

Non-compete agreements:
Gross value $ 2,400 3 2,400
Accumulated amortization 917) (717

$ 1,483 $ 1,683

Estimated aggregate amortization expense related to the above intangibles for each of the next five years is $1,827.
10. Accrued Expenses

Accrued expenses consist of the following:

December 31,

2002 2001

Salaries and employee benefits ...........coovvceinincninrccnnn. $ 21,818 % 18,474
. 8,924 7,810

3,773 2,520

— 1,281

6,891 6,873

41,206 36,058
Less: Noncurrent portion of professional liability claims ........ (7,924} (6,810)

$ 33482 S 30,148

11. Banking Arrangements

On October 31, 2002, the Company entered into a new credit facility with CapitalSource Finance LLC (the “CapitalSource
Credit Facility”). The CapitalSource Credit Facility matures on October 31, 2005 and includes both a $55,000 revolving credit
facility (the “Revolver”) and a $5,000 term loan (the “Term Loan”). Proceeds from the CapitalSource Credit Facility were used
to repay the borrowings outstanding pursuant to the Company’s previously existing revolving credit facility (the “Prior Credit
Facility”), at which time the Company wrote-off approximately $726 of deferred loan costs related to the Prior Credit Facility.

The CapitalSource Credit Facility is secured by substantially all assets of the Company and its operating subsidiaries. At
December 31, 2002, the Company had borrowings outstanding under the CapitalSource Credit Facility totaling $45,996 and
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$5,218 available, based on the Company’s collateral base on that date, for additional borrowing. Included in the borrowings
outstanding on December 31, 2002, was $6,250 of restricted cash being used to collateralize outstanding letters of credit.

Borrowings under the Revolver are limited to the lesser of (1) 85% of eligible receivables (as defined) or (2) $55,000 (the
“Revolver Capacity”). Interest under the Revolver is payable monthly at the greater of 5.75% or the Citibank N.A. prime rate
plus 1.0%. The Company is also required to pay a monthly letter of credit fee equal to an annual rate of 3.5% on the outstanding
balance of letters of credit issued pursuant to the Revolver. The Company is also required to pay a monthly collateral
management fee, equal to an annual rate of 1.38%, on average borrowings outstanding under the Revolver.

Under the terms of the CapitalSource Credit Facility, the Company is required to pay a monthly unused line fee equal to an
annual rate of 0.6% on the difference between actual average borrowings outstanding under the Revolver for the month,
including the balance of any outstanding letters of credit, and the Revolver Capacity.

All amounts outstanding under the Revolver will be due and payable on October 31, 2005. If the Revolver is extinguished
prior to July 1, 2005, the Company will be required to pay an early termination fee equal to 1.0% of the Revolver Capacity. In
connection with the Revolver, the CapitalSource Credit Facility requires a lockbox agreement which provides for all receipts to
be swept daily to reduce borrowings outstanding. This agreement, combined with the existence of a Material Adverse Effect
(“MAE”) clause in the Capital Source Credit Facility, requires the Revolver to be classified as a current liability, in accordance
with EITF Issue No. 95-22, Balance Sheet Classification of Borrowings Outstanding under Revolving Credit Agreements that
Include Both a Subjective Acceleration Clause and a Lock-Box Arrangement. The MAE clause, which is a typical requirement in
commercial credit agreements, allows the lender to require the loan to become due if it determines there has been a material
adverse effect on the Company’s operations, business, properties, assets, liabilities, condition or prospects. The classification of
the Revolver as a current liability is a result only of the combination of the two aforementioned factors: the lockbox agreements
and the MAE clause. The Revolver does not expire or have a maturity date within one year. As discussed above, the Revolver
has a final expiration date of October 31, 2005.

The Term Loan requires monthly principal payments of $139 through its maturity on October 31, 2005. Interest under the
Term Loan is payable monthly at the greater of 8.5% or the Citibank, N.A. prime rate plus 3.5%. Upon expiration of the Term
Loan, the Company will be required to pay a fee of $100.

The CapitalSource Credit Facility requires the Company to meet certain financial covenants related to minimum levels of
earnings. At December 31, 2002, the Company was in compliance with the covenants. The CapitalSource Credit Facility also
contains restrictions on the Company with respect to certain types of transactions including payment of dividends, indebtedness
and sales or transfers of assets.

The Company is dependent on the availability of borrowings pursuant to the CapitalSource Credit Facility to meet its
working capital needs, capital expenditure requirements and other cash flow requirements during 2003. Management believes
that the Company can comply with the terms of the CapitalSource Credit Facility and meet its expected obligations throughout
2003. However, should the Company fail to meet its projected results, it may be forced to seek additional sources of financing in
order to fund its working capital needs.

At December 31, 2002, the Company had standby letters of credit outstanding totaling $6,250 which were collateralized by
borrowings under the CapitalSource Credit Facility.

F-18




12. Income Taxes

Significant components of the provision (benefit) for income taxes, related to continuing operations, included in the
accompanying Consolidated Statements of Operations are as follows:

2002 2001 2000
Current income taxes:

Federal $ (320) $ (3,055) % 1,148
State 685 386 167
365 (2,669) 1,315

Deferred income taxes:
Federal — 769 423
State — 48 60
— 817 483
Income tax provision (benefit) $ 365 $ (1,852) $ 1,798

In addition to the provision (benefit) for income taxes included in the accompanying Consolidated Statements of Operations,
a deferred tax benefit of $431 is included in other comprehensive loss for the year ended December 31, 2001.

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and
liabilities for financial reporting purposes and the amounts used for income tax purposes. Significant components of the
Company’s deferred tax assets (liabilities) are as follows:

2002 2001
Deferred tax assets/(liabilities):

Accrued vacation $ 1,329 $ 759
Bad debt allowance 131 138
Interest rate swap agreements — 431
Prepaid insurance (1,184) (1,135)
Current portion of loss contract reserve 1,322 1,724

Other 751 461
Net current deferred tax asset 2,349 2,378
Valuation allowance (2,349) (2,378)
Current deferred tax asset _ —_

Self insurance reserves 2,691 3,169
Depreciation (329) 293
Amortization (3,495) 2,821
Loss contract charge 2,273 5,603
Net operating loss carryforwards 7,806 1,833
Net deferred tax asset 8,946 13,719
Valuation allowance (8,946) (13,719)
Noncurrent deferred tax asset — —

Net deferred tax asset 3 —_ ) —

SFAS No. 109 requires the Company to record a valuation allowance when it is “more likely than not that some portion or all
of the deferred tax assets will not be realized.” It further states that “forming a conclusion that a valuation allowance is not
needed is difficult when there is negative evidence such as cumulative losses in recent years.” At December 31, 2002 and 2001
a 100% valuation allowance has been recorded equal to the deferred tax assets after considering deferred tax assets that can be
realized through offsets to existing taxable temporary differences. Assuming the Company achieves sufficient profitability in
future years to realize the deferred income tax assets, the valuation allowance will be reduced in future years through a credit to
income tax expense (increasing stockholders’ equity).
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At December 31, 2002, the Company has federal and state net operating loss carryforwards of $16,955 and $37,441,
respectively, which expire at various dates through 2022.

A reconciliation of the federal statutory tax rate to the effective tax rate, related to income (loss) from continuing operations,
is as follows:

2002 2001
Federal tax 35.0% (35.0)%
State income taxes 6.3 4.9)
Nondeductible goodwill --- 0.7
Other 0.8 1.1

Increase (decrease) in valuation allowance (36.8) 33.2

Effective rate 5.3% {4.9)%

13. Issuance of Commeon Steck

On October 21, 2002, the Company completed a private placement of 480,000 shares of newly issued common stock at
$9.50 per share, realizing proceeds of approximately $4.0 million, net of issuance costs. The net proceeds were used to repay
borrowings under the Company’s Prior Credit Facility. The Company subsequently registered the resale of all of the shares on a
Form S-3 registration statement (No. 333-98355), filed with the Securities and Exchange Commission on August 19, 2002 and
declared effective on October 18, 2002.

14. Mandatery Redeemable Preferred Stock

Mandatory Redeemable Preferred Stock (the “Preferred Stock™) consisted of 125,000 shares issued during 1999. Each share
of the Preferred Stock was convertible into such number of fully paid and nonassessable shares of common stock as determined
by dividing $100.00 by the conversion price ($9.45) at the option of the holder and, upon the occurrence of certain events, at the
option of the Company. On January 4, 2001, the market price of the Company’s common stock exceeded 225% of the initial
conversion price ($9.45 per share) for 45 consecutive trading days triggering the Company’s ability to force conversion of the
Preferred Stock. As a result, the holders of the Preferred Stock converted all 125,000 shares of Preferred Stock into 1,323,000
shares of the Company’s Common Stock on February 5, 2001.

At December 31, 2002, the former holders of the Preferred Stock also hold warrants to purchase 67,500 shares of the
Company’s common stock with an exercise price of $9.45 per share. The warrants expire in January 2006. During 2002, the
former holders of the Preferred Stock exercised warrants to purchase 67,500 shares of the Company’s common stock at an
exercise price of $0.01 per share.

15. Stock Option Plans

The Company has an Incentive Stock Plan (the “Incentive Plan”) which provides for the granting of options, stock awards
and stock appreciation rights to officers, key employees and non-employee directors for up to 1,483,000 shares of the
Company’s common stock. Awards and vesting periods under the plan are discretionary and are administered by a committee of
the Board of Directors. The exercise price of the options cannot be less than the fair market value of the Company’s common
stock at the date of grant. Options and other benefits expire at such times as the committee determines at the time of grant, but no
later than ten years from the grant date.

On August 30, 1999, stockholders of the Company approved the America Service Group Inc. 1999 Incentive Stock Plan (the
“1999 Plan™) to allow for the issuance of stock options, restricted stock, stock appreciation rights and for the purchase of shares
of the Company’s common stock and the extension of recourse loans to certain of the Company’s key employees and outside
directors to permit them to purchase such shares of common stock. There are 786,000 shares of the Company’s common stock
available under the 1999 Plan. The exercise price of the options cannot be less than the fair market value of the Company’s
common stock at the date of grant. Options and other benefits expire at such times as the committee determines at the time of
grant, but no later than ten years from the grant date.
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In addition to the Incentive Plan and the 1999 Plan, the Company has also granted options to certain members of executive
management to purchase 235,000 shares of the Company’s common stock (the “Executive Plans”). The exercise price of these
options equals the fair market value of the Company’s common stock at the date of grant. The options expire ten years from the
date of grant.

The following summary presents combined stock option activity under the Incentive Plan, 1999 Plan and Executive Plans for
each of the three years in the period ended December 31, 2002:

Weighted
Average
Options Price Range Exercise Price

Outstanding, December 31, 1999 ..o 1,265,000  $4.50 -- $14.81 $ 1185
Granted .....oovveveereieeiee e . 449,000 13.81 -- 20.00 17.15
Exercised .... . (274,000) 450 -- 14.81 9.66
Canceled ......ccocccvrirenne . (16,000) 9.50 -- 15.63 12.37
Outstanding, December 31, 2000.. .. 1,424,000 4.50 -- 20.00 13.98
Granted ....ooeveevveenee . 253,000 3.10 -- 24.63 12.65
Exercised .... . (48,000) 450 -- 1563 12.38
Canceled ...oooovrenrevcciienenenns . (117,000)  9.69 -- 2335 16.50
Outstanding, December 31, 2001 .. . 1,512,000 3.10 - 24.63 13.62
Granted ..o . 62,000 478 -- 10.15 9.72
EXercised ..o, (89,000) 931 -- 1425 11.52
Canceled ...o.oovicecee e (75,000) 9.69 -- 2365 14.84
Outstanding, December 31, 2002.....ccooceviicnnnncrcnnn. 1,410,000  $3.10 -- $24.63 $ 1348

At December 31, 2002, there were 31,000 options available for future grants under the above plans. The following summary
presents information about stock options outstanding at December 31, 2002:

Options Outstanding Options Exercisable
Weighted Average
Range of Number Remaining Weighted Average Number Weighted Average

Exercise Prices Outstanding Contractual Life Exercise Price Exercisable Exercise Price
$3.10 - $6.50 160,000 8.7 years $ 524 121,000 $ 584

8.69 -- 11.19 292,000 6.0 years 9.67 292,000 9.67
13.00 -- 14.81 520,000 6.0 years 13.93 323,000 13.74
15.00 -- 24.63 438,000 7.7 years 18.48 278,000 18.18
$3.10 -- $24.63 1,410,000 6.8 years $ 1348 1,014,000 $ 12.84

16. Stockholders’ Notes Receivable

Under the 1999 Plan, prior to July 29, 2002, the Company was allowed to extend recourse loans to certain of its key
employees and outside directors to permit them to purchase shares of the Company’s common stock. During 2000 loans totaling
$263 were extended bearing market interest rates and payable five years from the date of issuance. No loans were issued in 2001
or 2002 and no future loans will be issued. As of December 31, 2002, the outstanding loans total $1,241, including accrued
interest of $203, and represent purchase commitments for 70,000 shares of common stock. The outstanding loans are included
in the accompanying Consolidated Statement of Stockholders” Equity (Deficit) as a reduction of equity.
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17. Net Income Per Share

The table below sets forth the computation of basic and diluted earnings per share as required by SFAS No. 128, Earnings
Per Share, for the three years in the period ended December 31, 2002.

Year Ended December 31,
2002 2001 2000

Numerator:
Net income (loss) attributable to common shares 11,901 §$ (45,006) % 7,159
Income (loss) from discontinued operations, net of tax (8,604) 5,558
Numerator for basic income (loss) from continuing

operations per share (36,402) 1,601
Dividends on preferred stock in periods in which preferred

stock is deemed dilutive — 648

Numerator for diluted income (loss) from continuing
operations § (36,402) 2,249

Denominator:
Denominator for basic earnings per share —

weighted average shares 5,603,000 5,292,000 3,854,000
Effect of dilutive securities:
Mandatory Redeemable Preferred Stock .. — — 1,323,000
Warrants 48,000 — 99,000
Employee stock options — 311,000

Denominator for diluted earnings per share —

adjusted weighted average shares and assumed
conversions 5,718,000 5,292,000 5,587,000

Net income (loss) per common share - basic:

Income (loss) from continuing operations ...............coveeeueeee $ 115§ (6.88) §$ 0.42

Income (loss) from discontinued operations.... 097 (1.62) 1.44

Net income (0SS) ..vcevirircncnivniiereecies e $ 212§ (850) % 1.86
Net income (loss) per common share — diluted:

Income (loss) from continuing operations ..............cooeceveen. $ 113§ 688y % 0.40

Income (loss) from discontinued operations ............ccccerenae 0.95 (1.62) 1.00

Net income (L0SS) .veeririeiieniiieiei e v e e cncennns § 2.08  § (8.50) 8 1.40

Due to the net loss for the year ended December 31, 2001, the effect of the Company's potential dilutive securities (primarily
stock options) on diluted loss per share during this period was anti-dilutive. For the years ended December 31, 2002 and 2000,
there were no more than 1,332,000 and 398,000 options, respectively, to purchase common stock with weighted average exercise
prices of $14.09 and $14.97, respectively, excluded from the computation of diluted earnings per share because the options’
exercise price was greater than the average market price for the period of the common shares and, therefore, the effect would be
anti-dilutive.

Under SFAS No. 128, when one or more quarters has a loss available to common stockholders, the treasury stock method of
computing earnings per share may yield diluted earnings per share amounts for annual periods that do not equal the sum of the
individual quarter’s diluted earnings per share amounts, as is the case for the Company in 2001.

18. Employee Benefit Plan

The Company has a 401(k) Retirement Savings Plan (the “Plan™) covering substantially all employees who have completed
one year and 1,000 hours of service. The Plan permits eligible employees to defer and contribute to the Plan a portion of their
compensation. The Company may, at the Board’s discretion, match such employee contributions to the Plan ranging from 1% to
3% of eligible compensation, depending on his or her years of participation. The Company recorded an expense of $889 for the
year ended December 31, 2000 related to the matching contributions of the Plan. The Company made no matching contributions
in 2001 or 2002.

The Company instituted an Employee Stock Purchase Plan during 1996. The Employee Stock Purchase Plan allows eligible
employees to elect to purchase shares of common stock through voluntary automatic payroll deductions of up to 10% of his or
her annual salary. Purchases of stock under the plan are made at the end of two six month offering periods each year, one
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beginning on January 1 and one beginning on July 1. At the end of each six-month period, the employee’s contributions during
that six-month period are used to purchase shares of common stock from the Company at 85% of the fair market value of the
common stock on the first day of that six-month period. The employee may elect to discontinue participation in the plan at any
time.

19. Professional and General Liability insurance

The Company records a liability for reported and unreported professional and general liability claims. Amounts accrued
were $8,924 and $7,810 at December 31, 2002 and 2001, respectively, and are included in accrued expenses and non-current
portion of accrued expenses. Changes in estimates of losses resulting from the continuous review process and differences
between estimates and loss payments are recognized in the period in which the estimates are changed or payments are made.
Reserves for medical malpractice exposures are subject to fluctuations in frequency and severity. Given the inherent degree of
variability in any such estimates, the reserves reported at December 31, 2002 represent management’s best estimate of the
amounts necessary to discharge the Company’s obligations.

As discussed in Note 6, during 2001, the Company increased its legal reserves for professional and general liability claims
$1,900 primarily as a result of liquidity issues of certain insurance carriers who provided coverage to the Company from 1992
through 1997.

20. Commitments and Contingencies
Operating Leases

The Company leases office space and equipment under certain noncancelable operating leases.

Future minimum annual lease payments at December 31, 2002 are as follows:

Year Ending December 31:

300
S 2,943

Rental expense under operating leases was $2,227, $2,301 and $1,612 for the years ended December 2002, 2001 and 2000,
respectively.

Catastrophic Limits

Many of the Company’s contracts require the Company’s customers to reimburse the Company for all treatment costs or, in
some cases, only out-of-pocket treatment costs related to certain catastrophic events, and/or for AIDS or AIDS-related illnesses.
Certain contracts do not contain such limits. The Company attempts to compensate for the increased financial risk when pricing
contracts that do not contain individual, catastrophic or specific disease diagnosis-related limits. However, the occurrence of
severe individual cases, AIDS-related illnesses or a catastrophic event in a facility governed by a contract without such
limitations could render the contract unprofitable and could have a material adverse effect on the Company’s operations. For
contracts that do not contain catastrophic protection, the Company maintains insurance from an unaffiliated insurer for annual
hospitalization amounts in excess of $500 per inmate up to an annual per inmate cap of $2,000. The Company believes this
insurance significantly mitigates its exposure to unanticipated expenses of catastrophic hospitalization. Catastrophic insurance
premiums and recoveries, neither of which is significant, are included in healthcare expenses. Receivables for insurance
recoveries, which are not significant, are included in accounts receivable.

Litigation and Claims
The Company is appealing a $1,700 judgment against it. In December 1995, the Florida Association of Counties Trust

(“FACT™), as the insurer for the Polk County Sheriff’s Office, and the Sheriff of Polk County, Florida, brought an action against
PHS in the Circuit Court, 10" Judicial Circuit, Polk County, Florida seeking indemnification for $1,000 paid on behalf of the
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plaintiffs for settlement of a lawsuit brought against the Sheriff’s Office. The recovery is sought for amounts paid in settlement
of a wrongful death claim brought by the estate of an inmate who died as a result of injuries sustained from a beating from
several corrections officers employed by the Sheriff’s Office. The plaintiffs contend that an indemnification provision in the
contract between PHS and the Sheriff’s Office obligates the Company to indemnify the Sheriff’s Office against losses caused by
its own wrongful acts. The Company was represented by counsel provided by Reliance Insurance Company, the Company’s
insurer. In April 2001, FACT’s motion for summary judgment on the question of liability for indemnity was denied, but on
rehearing in July 2001 the prior denial was reversed and summary judgment was granted. In October 2001, Reliance filed for
receivership. In January 2002, the court entered final judgment in favor of FACT for approximately $1,700 at a hearing at which
the Company was not represented, as counsel provided by Reliance had simultaneously filed a motion to withdraw. The
Company retained new counsel in February 2002 and has filed a notice of appeal on the judgment. The Company expects a
decision on the appeal in 2003. The Company has posted an appeal bond in the amount of $2,035, which has been classified as a
deposit and included in prepaid expenses and other current assets on its Consolidated Balance Sheet. As of December 31, 2002,
the Company has reserved $504 related to costs associated with this proceeding. The Company believes that it will be successful
on appeal. The Company has numerous defenses to FACT’s claim, including the Company’s belief that the court that granted
summary judgment in favor of FACT upon rehearing made an error of law when it ruled that the Company’s contract with the
Sheriff’s Office obligated the Company to indemnify the Sheriff’s Office against its own wrongful acts. In addition, the
Sheriff’s Office released the Company from liability for this claim subsequent to filing the lawsuit. In the event that the
Company is not successful on appeal, the Company does not believe that the adverse judgment will have a material adverse
effect on its financial position, although it may affect its quarterly or annual results of operations.

In addition to the matter discussed above, the Company is a party to various legal proceedings incidental to its business.
Certain claims, suits and complaints arising in the ordinary course of business have been filed or are pending against the
Company. An estimate of the amounts payable on existing claims for which the liability of the Company is probable is included
in accrued expenses at December 31, 2002 and 2001. The Company is not aware of any material unasserted claims and, based on
its past experience, would not anticipate that potential future claims would have a material adverse effect on its consolidated
financial position or results of operations.

Performance Bonds

The Company is required under certain contracts to provide performance bonds. At December 31, 2002, the Company has
outstanding performance bonds totaling approximately $45,800. These performance bonds are collateralized by letters of credit
totaling § 6,250 (see Note 11).

21. Related Party Transaction

During 2001, the Company entered into a consulting arrangement with an entity affiliated with a member of its board of
directors. The Company paid consulting fees totaling $164 in 2001 under this arrangement. During 2002, the Company paid
$94 to this Company.

22. Major Customers

The Company generally views its operating segments on a managed healthcare contract basis. The Company considers its
managed healthcare services contract business to be one reportable segment under SFAS No. 131, as the economic
characteristics, the nature of the services, and type and class of customers for the services and the methods used to provide the
services are similar. Consequently, other than the following enterprise-wide disclosures relating to major customers, reportable
segment information is not applicable. The following is a summary of revenues from major customers, as compared to total
revenues, including revenues from both continuing and discontinued operations:

Year Ended December 31,

2002 2001 2000
Revenue Percent Revenue Percent Revenue Percent
New York City Health and Hospitals Corporation... $ 87,069 15.5% $ 81,246 14.7% 8 0 0.0%
State of Pennsylvania.....c.covvivececvieninccenicenecenenn 53,800 9.6 53,504 9.7 45478 11.9

Estimated credit losses associated with the receivables are provided for in the consolidated financial statements. The
Company’s contracts with the State of Pennsylvania expired during 2002 and, as a result, have been classified as discontinued
operations.
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23. Quarterly Financial Data (Unaudited)

The following is a summary of the Company’s unaudited quarterly statements of operations data for 2002 and 2001 including

the adoption of SFAS No. 144:

Healthcare revenues

Gross margin

Income from continuing operations
Income from discontinued operations

Net income attributable to common shares

Net income per common share - basic:

Income from continuing operations..........
Income from discontinued operations ......
NetinCome ..c.occoverieiienirivrericencceraenia

Net income per common share — diluted:

Income from continuing operations..........
Income from discontinued operations ......
Net INCOME .

Healthcare revenues

Gross margin

Income (loss) from continuing operations

Income (loss) from discontinued operations

Net income (loss) attributable to common
shares

Net income (loss) per common share -
basic:
Income (loss) from continuing
operations
Income (loss) from discontinued
operations
Net income (loss)

Net income (loss) per common share —
diluted:
Income (loss) from continuing
operations
Income (loss) from discontinued
operations
Net income (loss)

2002
First Quarter Second Quarter Third Quarter
Previously Currently Previously Currently Previously Currently Fourth
reported reported reported reported reported Reported Quarter
$ 137,855 $ 113371 § 138505 § 116,246 $ 141,375 $122,113 $ 129,810
8,576 6,799 11,901 9,958 8,489 8,065 7,728
1,979 223 5,308 3,387 2,285 1,883 981
- 1,756 -- 1,921 - 402 1,348
1,979 1,979 5,308 5,308 2,285 2,285 2,329
0.36 0.04 0.97 0.62 0.4] 0.34 0.16
-- 0.32 - 0.35 -- 0.07 0.23
0.36 0.36 0.97 0.97 0.41 0.41 0.39
0.36 0.04 0.95 0.61 0.41 0.34 0.16
-- 0.32 - 0.34 -- 0.07 0.22
0.36 0.36 0.95 0.95 0.41 0.41 0.38
2001
First Quarter Second Quarter Third Quarter
Previously Currently Previously Currently Previously Currently Fourth
reported reported reported reported reported Reported Quarter
§ 137,941 $ 114,734 § 140,779 § 117,610 $ 140,145 $116,378 $ 109,793
11,343 8,787 (5,932) (6,138) 7,060 5,888 (11,848)
2,338 814 (18,379) (10,548) (996) (1,684) (24,821)
- 1,524 -- (7.831) - 688 (2,985)
2,175 2,175 (18,379) (18,379) (996) (996) (27.806)
0.44 0.13 (3.39) (1.95) (0.18) 0.31) (4.57)
- 0.31 -- (1.44) - 0.13 (0.55)
0.44 0.44 (3.39) (3.39) (0.18) (0.18) (5.12)
0.40 0.14 (3.39) (1.95) (0.18) (0.31) (4.57)
- 0.26 - (1.44) - 0.13 (0.55)
0.40 0.40 (3.39) (3.39) (0.18) 0.18) (5.12)

The first three quarters of each year have been adjusted to reflect the reclassification of contracts terminating during 2002 due to
the adoption of SFAS No. 144 effective January 1, 2002.
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December 31, 2002
Allowance for doubtful accounts
December 31, 2001
Allowance for doubtful accounts
December 31, 2000
Allowance for doubtful accounts

SCHEDULE II

AMERICA SERVICE GROUP INC.

VALUATION AND QUALIFYING ACCOUNTS AND RESERVES

Balance at
Beginning of
Period

Additions
Charged to
Costs and
Expenses

Balance at
End of

Deductions Period

$ 1,009 $ (1,036) § 327

855 (716) 344

142 (357) 205
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Common Stock

America Service Group’s common stock is
traded on The Nasdaq Stock Market's National
Market under the symbol ASGR. The following
tables show the quarterly range of high and low
sales prices of the common stock during the fiscal
period indicated:

2001 High Low
First quarter 28.23 AW
Second quarter 27.65 21.11
Third quarter 25.69 5.55
Fourth quarter 7.63 2.19

2002 High Low
First quarter 8.11 3.75
Second quarter 13.00 6.75
Third quarter 13.25 8.98
Fourth quarter 17.00 9.30

2003 High Low
First quarter 17.22 10.70

The Company did not pay cash dividends
on the common stock during the years ended
December 31, 2002 or 2001.

As of May 9, 2003, America Service Group
had approximately 2,114 stockholders, including
64 stockholders of record and approximately 2,050
persons or entities holding common stock in

nominee name.
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